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FOREWORD The publication of this booklet of recommendations 
for tax law amendments comes at a time of significant interest in Federal 
tax reform.
The Division of Federal Taxation of the AICPA supports the current 
Government inquiry into the basic concepts underlying our self-assess­
ment tax system and is hopeful that greater equity and simplicity will 
result from this review.
In April 1969, the Institute’s Tax Division presented testimony be­
fore the House Ways and Means Committee commenting on certain of 
the proposals for tax reform then under consideration. We intend to 
submit our views on Federal tax proposals as they are developed by the 
Congress and the Treasury Department.
In addition, we believe that any revision of the tax law should in­
clude substantive technical amendments to present provisions of the 
Internal Revenue Code which promote complexities, perpetuate inequi­
ties, give unintended benefits and create unintended hardships. Each of 
the ninety-one recommendations in this booklet is intended to remedy 
a specific instance where such conditions exist.
We urge adoption of the recommendations in this booklet to effect 
more complete and meaningful tax reform.
Division of Federal Taxation
American Institute of Certified Public Accountants
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DETERMINATION OF TAXABLE INCOME
SECTION 61(a)(1)
1. Compensation for Services
Such items as commissions earned by an insurance agent on policies 
on his own life and real estate commissions received by a salesman on a 
purchase of real estate for his own account represent a reduction in cost 
and should not be treated as compensation for services rendered.
In Sol Minzer v. Commissioner, 279 F. 2d 338, it was held that a 
broker’s commission on policies on his own life was income to him and 
in Kenneth W. Daehler v. Commissioner, 281 F. 2d 823, it was held that 
the commission received by a salesman on real estate purchased for his 
own account was compensation for services.
No economic income can be derived from services rendered to one’s 
self and, therefore, no taxable income should arise.
SECTION 162
2. Deduction for Expenses in Securing Employment
Individual taxpayers should be allowed to deduct expenses under Sec­
tion 162 which are directly related to securing specific employment, 
whether or not employment is actually obtained.
There are two aspects of this problem: first, the deductibility of the 
expenses of securing specific employment and, second, the section under 
which the expenses should be deductible.
The deductibility question received considerable attention when Rev-
1
enue Ruling 60-158 (1960-1 CB 140), holding fees paid to employment 
agencies by employees nondeductible, was published and subsequently 
revoked by Revenue Ruling 60-223 (1960-1 CB 57). The latter ruling 
states that IRS “will continue to allow deductions for fees paid to em­
ployment agencies for securing employment” but does not mention other 
expenses in connection with securing employment. The same compelling 
reasons for the change in the Service’s stand with regard to employment 
agency fees justifies the deductibility of other similar expenses.
When a search for employment is unsuccessful, the expenses should 
also be made specifically deductible. (See Francois Louis, TC Memo, 
1966-204, which holds that employment agency fees incurred in an un­
successful employment search were not deductible.) The economic status 
of an unemployed taxpayer is usually at a low point. It is equitable that 
expenses incurred in seeking employment at such a time be deductible.
Expenses incurred in connection with the search for employment are 
within the concept of business expenses of Section 162 and should be so 
treated. In Revenue Ruling 55-600 (1955-2 CB 576) the IRS expressed 
this concept by saying, “Salaries and fees received by a taxpayer as com­
pensation for services rendered represent income from a trade or busi­
ness___ ” This ruling followed the Tax Court’s decision in Joe B. Luton,
18 TC 1153.
SECTION 162(a)(2)
3. Application of "Overnight Rule" 
For Business Expenses
A deduction should be allowed for meal expenses on business trips 
whether or not the taxpayer is away from home overnight.
Section 162 permits a deduction for business expenses while away 
from home on business trips. The Internal Revenue Service has con­
sistently disallowed such expenses unless the taxpayer is away from 
home overnight except where business needs require that rest be ob­
tained during released time.
Until 1967, the courts did not support the Internal Revenue Service, 
stating, in effect, that the word “overnight” does not appear in the Code 
and, therefore, has no application. However, in 1967 the Supreme Court 
of the United States (in U.S. v. Correll et ux., 389 U.S. 299) held that
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daily trips not requiring rest or sleep are “not away from home.” Thus, 
business expenses incurred during such trips are not deductible. This de­
cision disregards the basic economic fact that an abnormal expense is 
incurred in many such situations.
Legislation should be enacted to make it clear that the taxpayer is 
required neither to be away from home overnight nor to rest or sleep to 
claim this deduction.
SECTION 165(g)(3)(A)
4. Worthless Securities in Affiliated Corporation
An ordinary deduction should be permitted with respect to worthless 
securities in any corporation in which the degree of ownership required 
for consolidated returns exists.
Present law provides a deduction for worthless securities in an affili­
ated corporation in which at least 95 percent of each class of stock is 
owned directly by the taxpayer corporation.
This provision dates back to a provision enacted in 1942. In Report 
No. 1631 (77th Congress, 2nd Session) the Senate Committee on Finance 
stated that this provision would permit such losses to be taken in full 
as an ordinary deduction by the parent corporation if it owned directly 
95 percent of each class of stock of the subsidiary. The Report further 
states that: “Such a parent and subsidiary corporation may file con­
solidated returns and to this extent the corporate entity is ignored. Thus, 
the losses of the one may be offset against the income of the other. It is 
deemed desirable and equitable, therefore, to allow the parent corpora­
tion to take in full the losses attributable to the complete worthlessness 
of the investment in the subsidiary.” At that time the law required the 
ownership of 95 percent of stock for the filing of a consolidated return.
The Internal Revenue Code of 1954 reduced the percentage of owner­
ship required for the filing of a consolidated return to 80 percent.
To be consistent with the premise on which the worthless security 
provision was originally enacted, Section 165(g)(3)(A) should be amend­
ed to reduce the required percentage of ownership of stock from 95 
percent to 80 percent, and the percentage ownership requirement should 
relate only to stock other than preferred stock which is nonvoting and 
limited as to dividends.
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SECTION 166(f)
5. Bad Debt Deduction for Guarantor of 
Corporate Obligations and for 
Lenders of Business Loans
Section 166(f) should be amended to provide uniformity of treatment 
in the deduction of a bad debt regardless of whether the borrower is in­
corporated or unincorporated or whether the unincorporated taxpayer is 
a direct lender or guarantor.
The payment by a noncorporate guarantor, endorser or indemnitor of 
a noncorporate debt in discharge of his obligation qualifies as an ordi­
nary deduction if the proceeds of the loan were used in the trade or 
business of the borrower. In Max Putnam v. U.S., 352 U.S. 82, the 
Supreme Court held that a payment by an individual in discharge of his 
obligation as guarantor of a corporate debt constituted a nonbusiness 
bad debt deductible only as a short-term capital loss. Furthermore, a 
noncorporate lender, not in the business of lending money, who lends 
directly to a corporate or noncorporate borrower when the funds are 
used in the borrower’s trade or business is limited to short-term capital 
loss treatment for bad debts arising from such loans.
Small business development should be fostered by allowing ordinary 
deductions to unincorporated taxpayers regardless of whether the loss 
is sustained as a direct lender, guarantor, endorser or indemnitor and 
regardless of whether the borrower is corporate or noncorporate. This 
treatment would not be allowed where a corporate borrower exceeded 
specified limits as to equity capital (similar to the provisions of Section 
1244(c)(2)).
SECTION 167
6. Depreciation of Leasehold Improvements
Leasehold improvements should be considered depreciable property 
even though the estimated economic life of the property is longer than 
the term of the lease.
Under the provisions of Section 167, taxpayers are permitted various 
accelerated methods of depreciation providing the asset is property used
4
in the trade or business of the taxpayer or property held for the produc­
tion of income. On the other hand, amortization deductions under Sec­
tion 162 are only allowable in equal annual amounts over the life of the 
lease.
Regulations Section 1.167(a)-4 indicates that capital expenditures for 
improvements on leased property are recoverable through allowances for 
either depreciation or amortization. If the useful life of the improve­
ments is equal to or shorter than the remaining period of the lease, the 
allowances take the form of depreciation under Section 167. Where 
the useful life of the improvements is longer than the term of the lease, 
Regulations Section 1.162-11(b)(1) provides that an annual amortization 
deduction is allowed which is equal to the total cost of the improvements 
divided by the number of years remaining in the term of the lease.
The Supreme Court has held in Hertz Corporation, 364 U.S. 122, and 
Massey Motors, Inc., 364 U.S. 92, that for purposes of depreciation 
“useful life” is the period over which the assets may reasonably be 
expected to be useful to the taxpayer in his trade or business, and not the 
period of the economic life of the assets. If a taxpayer has made im­
provements on leased property where the term of the lease is shorter 
than the economic life of the improvements, the useful life to that tax­
payer is the term of the lease. This taxpayer should therefore be entitled 
to an accelerated depreciation deduction and not be restricted to straight- 
line amortization. In determining the term of the lease, Section 178 
would, of course, be applicable.
SECTIONS 167 
177
248
7. Amortization of Intangible Assets
The cost of purchased goodwill, trademarks, trade names, secret 
processes, formulae, licenses, and other similar intangible assets should 
be amortizable over a stated period fixed by statute to the extent that 
such items are not otherwise deductible under other sections of the 
Internal Revenue Code.
When certain intangible assets are developed the costs:
1. May be deducted as paid or incurred, or at the election of the tax­
payer, amortized over a period of not less than 60 months if the
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expenditures are research and experimental expenditures (Section 
174).
2. May be amortized over a period of not less than 60 months if the 
expenditures are in connection with a trademark or trade name 
(Section 177).
It is inequitable to treat the costs of intangible assets purchased by a 
taxpayer differently from those incurred in the development of in­
tangible assets. A taxpayer who purchases certain intangible assets can 
amortize their costs if a definitely determinable life can be established 
for them or, failing that, upon proof of abandonment of the asset.
For various reasons it may be difficult or impossible to demonstrate 
with reasonable certainty either a definitely determinable life or aban­
donment. The difficulty is complicated further where the value of 
intangible assets is subject to erosion from various causes, such as 
changes in technology, obsolescence, changes in public buying habits, 
deterioration of business conditions in geographic areas, or other shifts 
in social and business habits. Many court decisions and IRS rulings 
have held that no amortization is allowable in these circumstances be­
cause the total useful life of the intangible asset cannot be estimated, 
even though its value obviously was impaired.
The House Ways and Means Committee Report (Report No. 1337, 
83rd Congress, 2nd Session) which accompanied H.R. 8300 stated that 
one of the reasons for the enactment of Section 174 was to “eliminate 
uncertainty and to encourage taxpayers to carry on research and experi­
mentation.” Equally important reasons exist for encouraging the mobil­
ity of capital by providing that taxpayers who purchase intangible assets 
(which resulted, in most instances, from expenditures by the seller which 
were deductible under Section 174 or 177) should be permitted to 
amortize those costs over a reasonable period of time.
The Code should be amended to provide that the cost of all pur­
chased intangible assets such as those listed above should be amortizable:
1. Over the actual life of the intangible asset if a definite life can be 
determined; or
2. If a definite life cannot be determined, over a period of 120 months 
or, at the election of the taxpayer, a longer period.
Section 1245 should provide, if it does not now do so, for recapture 
of amortization claimed when the intangible assets are sold or otherwise 
disposed of in a transaction covered by Section 1245.
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SECTIONS 167 
611 
642
8. Depreciation and Depletion—Estates
Allocation of the deduction for depreciation and depletion should be 
made according to distributable net income only where allocation is not 
provided by the will.
In the case of an estate, the allowable deductions for depreciation and 
depletion are apportioned between the estate and the heirs, legatees 
and devisees on the basis of the income of the estate allocable to each, 
regardless of any provisions to the contrary in the will. This requirement 
does not seem reasonable and should be amended so it will apply only 
where no allocation is provided by the will. Moreover, the suggested 
change would conform the rules for estates to those applicable to trusts.
SECTION 172(b)
9. Eight-Year Carryover of Initial Losses
A minimum carryback-carryover period of eight years in the case of 
new corporations should be allowed.
It frequently happens that new corporations, particularly small busi­
nesses, undergo a substantial period of operating losses at the beginning 
of their existence, and may find that the inability to carry back such 
losses, coupled with the five-year carryover limitation, causes an in­
sufficient period to permit taxable income to reach a level where initial 
losses can be fully absorbed.
In order to provide relief to new corporations it is recommended that 
a combined carryback and carryover period of eight years be provided.
Thus a loss sustained in the first year should be eligible as a carryover 
for eight years following the loss year; a loss sustained in the second 
year should be eligible for a one-year carryback and a seven-year carry­
over, and so forth. This would provide equality of treatment with 
existing corporations in that an eight-year period would be available to 
all.
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SECTION 172(d)(4)(D)
10. H.R. 10 Plan Contributions: 
Self-Employed Individuals
Section 172(d)(4)(D) provides that a deduction otherwise allowable 
for contributions to an II.R.10 plan for the benefit of self-employed 
individuals and owner-employees is not to be treated as being applicable 
to the trade or business of the individual for purposes of computing a 
net operating loss. This is an unwarranted restriction on the deductibility 
of such a contribution and should be eliminated.
Section 172 establishes the rules for computing the amount of oper­
ating loss, operating loss deduction, and operating loss carryback or 
carryover. Operating loss is defined as the excess of the deductions 
allowed by Chapter 1, with certain exceptions, over the gross income. 
One exception for an individual is that expenses which are not at­
tributable to the taxpayer’s trade or business are allowed only to the 
extent that the taxpayer has gross income not derived from such trade 
or business.
The statute now provides (Section 172(d)(4)(D)) that contributions 
to an H.R. 10 plan on behalf of self-employed individuals and owner- 
employees are deemed not to be attributable to a trade or business for 
purposes of computing a net operating loss.
Assume the situation of a taxpayer who conducted a business having 
an H.R. 10 plan which operated at a profit in 1968 after a contribution 
to the H.R. 10 plan and who had a casualty loss substantially in excess 
of the profit from the business. If the taxpayer had no nonbusiness in­
come, it would be necessary to reduce the net operating loss for 1968 
by the contribution to the H.R. 10 plan for the benefit of the owner- 
employee in determining the amount to be carried back to prior years.
In such a case the contribution to the H.R. 10 plan is an expense of 
the taxpayer’s trade or business and should be so treated for purposes 
of determining the net operating loss deduction. Otherwise, the effect is 
the disallowance of a portion of the casualty loss.
Section 172(d)(4)(D) should be repealed so that an H.R. 10 plan 
contribution is treated as a business deduction in determining a net 
operating loss.
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SECTION 177
11. Deduction for Trademark and 
Trade Name Expenditures
Trademark and trade name expenditures should be allowable as 
amortizable deductions free of any election.
Section 177 provides that at the election of the taxpayer any trade­
mark or trade name expenditure may be treated as a deferred expense 
and amortized over a period of not less than 60 months. If this elec­
tion is not made the item is capitalized.
Section 177 and the regulations thereunder require that the items to 
which the election to defer and amortize applies must be specifically 
itemized and identified in an election filed with the return. This require­
ment creates problems because the election may be overlooked where 
items are not identified in the accounts to indicate that they are subject 
to deferral and amortization. For example, defense of a trademark may 
be carried on by the taxpayer’s regular counsel and the related legal 
expense may not be indicated in the invoices from the attorney. Thus 
the election to amortize the trademark defense costs may not be made.
The election requirement of Section 177(a) constitutes an unneces­
sary complication of the Code. The deductibility of an item should be 
determined by the nature of the item rather than by strict compliance 
with the requirements of an election. Trademark and trade name ex­
penditures should be deductible over a period of not less than 60 
months free of any election.
SECTION 212
12. Deduction for Preliminary Investigation of 
Business or Investment Opportunities
Expenses paid or incurred by an individual during a taxable year with 
respect to expenditures incurred in search of a prospective business or 
investment should be deductible regardless of whether the proposed 
transaction was consummated.
Prior to 1957 the Internal Revenue Service followed I.T. 1505 (1-2 
CB 112) in permitting a deduction for expenses incurred in determining 
whether or not an investment should be made. The ruling held that such
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an investigation constituted a transaction entered into for profit and 
that upon abandonment of the enterprise the expenses incurred became 
a loss deductible in the year of abandonment.
I.T. 1505 was based upon Section 214(a)(5) of the Revenue Act of 
1921 and the related regulations. This section of the 1921 Act corre­
sponds to Section 165(c)(2) of the Internal Revenue Code of 1954, 
which allows a deduction by individuals for “losses incurred in any 
transaction entered into for profit, though not connected with a trade or 
business.. .
Revenue Ruling 57-418 (1957-2 CB 143) revoked I.T. 1505 after re­
viewing the history of the application of the rule and established a new 
rule that “a loss sustained during a taxable year with respect to expendi­
tures incurred in search of a prospective business or investment is de­
ductible only where the transaction has actually been entered into and 
the taxpayer abandons the project.”
Expenditures made in connection with a preliminary investigation of 
business or investment opportunities should be deductible even if a tax­
payer abandons the prospective project before entering into a material 
amount of activity in connection with it. Such preliminary expenditures 
should be equivalent to those which are admittedly deductible where the 
taxpayer has engaged in material activity. See Charles T. Parker, 1 TC 
709, distinguished by the IRS in Revenue Ruling 57-418.
There appears to be no equitable justification for limiting the deduc­
tion of investigatory expenses to situations where the prospective busi­
ness or investment was actually entered into and subsequently aban­
doned. If a taxpayer makes a good faith investigation of a business pros­
pect which is clearly identifiable and incurs expenditures reasonable and 
necessary thereto, then ordinary standards of equity and fairness should 
permit deduction of those expenses. The requirement of material ac­
tivity in the business before deduction of those expenses is permitted 
places an arbitrary and unbusinesslike burden on individuals interested 
in development of new economic opportunities.
SECTION 217
13. Moving Expenses
The definition of moving expenses should be expanded to cover addi­
tional out-of-pocket expenses directly related to employee relocations 
and relocations of the businesses of self-employed persons.
The deduction for moving expenses enacted in the Revenue Act of 
1964 should be expanded to improve labor mobility, to relieve the sub-
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stantial economic burden on employee-taxpayers who relocate and to 
promote business growth and opportunity.
Specific statutory recognition should be given to additional out-of- 
pocket costs directly related to employee relocations, including neces­
sary expenditures during a reasonable period of search for housing at 
the new location and out-of-pocket costs of acquisition and disposition 
of ownership, leasehold or other interests in residential property. Costs 
of this nature may present a more serious financial problem to the indi­
vidual being moved than the transportation expenses of the move. All 
such reasonable costs and expenses should be deductible.
It should be made clear that any expanded definition of moving 
expenses applies also to “old” employees who may be reimbursed by 
their employers.
With respect to reimbursement, the Code should be amended to 
eliminate the current burdensome requirement that employers withhold 
tax on such payments when there is reason to believe the employee 
cannot deduct the costs as moving expenses.
To facilitate business growth and opportunity, a similar deduction 
should also be allowed to self-employed persons for expenses incident to 
the moving of their businesses from one location to another.
SECTION 245(b)
14. Certain Dividends Received From 
Wholly-Owned Foreign Subsidiaries
The 100 percent dividend-received deduction should be liberalized 
by reducing the required percentage of ownership by the domestic corpo­
ration from 100 percent to 80 percent and permitting this deduction to 
U.S. corporations whose foreign subsidiaries have less than all of their 
gross income effectively connected with a U.S. trade or business.
Section 245(a) provides that, if a foreign corporation is engaged in 
trade or business in the United States for a 36-month period, and if 50 
percent or more of its gross income for such period is effectively con­
nected with the U.S. trade or business, a corporate recipient of divi­
dends paid by the foreign corporation is entitled to the 85 percent
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dividend-received deduction to the extent the dividend is paid out of 
earnings and profits attributable to gross income effectively connected 
with the foreign corporation’s U.S. business.
Section 245(b) provides that, in lieu of the 85 percent deduction of 
Section 245(a), a 100 percent deduction will be allowed if (1) the for­
eign corporation is a 100 percent-owned subsidiary and (2) all of its 
gross income for the year out of the earnings and profits of which the 
dividend is paid was effectively connected with a U.S. trade or business. 
The 100 percent deduction is only available if a Section 1562 election 
for the parent was not effective either in the year the earnings arose or 
in the year the dividend is received.
Section 245(b) is generally comparable to Section 243(b), which 
allows a 100 percent dividend-received deduction for certain domestic 
intercorporate dividends. However, Section 243(b) requires only the 
80 percent ownership needed for affiliated group status to qualify the 
dividend for the special deduction, rather than the 100 percent required 
in Section 245(b).
Further, the requirement that all gross income of the foreign corpora­
tion be effectively connected with a U.S. business seems extremely harsh. 
The benefits of the 100 percent dividend-received deduction could be 
lost entirely in situations where as little as $1 of the gross income of the 
foreign corporation is not effectively connected with a U.S. business.
It does not appear that there is any logical reason why the rules of 
Section 245(b) should be more restrictive than those of Section 245(a) 
as long as conditions comparable to those of Section 243(b) are met. 
Accordingly, Section 245(b) should be amended to permit a 100 percent 
deduction in an appropriate case as long as there is 80 percent ownership 
by the domestic corporation and at least 50 percent of the gross income 
of the foreign corporation for a 36-month period is effectively connected 
with a U.S. trade or business. The amount of this deduction would be 
computed on the same basis as is now provided for the deduction under 
Section 245(a).
The result of these changes would be that, if the domestic parent 
could have made a Section 243(b) election with respect to a foreign 
corporation’s dividends if the foreign corporation had been a domestic 
corporation, it would be permitted the same tax treatment as if such an 
election had been made, but only to the extent that the dividends are 
paid out of earnings and profits already subjected to full U.S. tax. In 
cases where a Section 243(b) election would not be permissible if the 
subsidiary were domestic, either because of less than 80 percent owner­
ship or the existence of a Section 1562 election, the 85 percent deduction 
would continue to apply.
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SECTION 246(b)
15. Limitations on Deductions for Dividends Received
The limitation on the amount of the dividends-received deduction to 
85 percent of taxable income should be amended to allow a deduction 
of 85 percent on all dividends received from domestic corporations.
Section 243(a)(1) allows a deduction to a corporation of an amount 
equal to 85 percent of the dividends that it receives from domestic 
corporations, but Section 246(b)(1) limits the 85 percent deduction to 
85 percent of taxable income. Section 246(b)(2) provides that the limi­
tation in Section 246(b)(1) does not apply for any taxable year for 
which there is a net operating loss. The limitations imposed on the 
dividends-received deduction by Sections 246(b)(1) and (2) cause need­
less complexity and sometimes provide an illogical result when the 
existence of an insignificant amount of net operating income causes a 
substantial curtailment in the dividends-received deduction which would 
not have occurred if a net operating loss (no matter how small) had 
existed.
The Revenue Act of 1964 amended the Code to allow a 100 percent 
deduction in the case of qualifying dividends received (from related 
companies), and the 2 percent tax applicable to consolidated income tax 
returns was repealed. These amendments should facilitate the free flow 
of funds between related corporations. Elimination of the limitation on 
the 85 percent dividends-received deductions provided in Sections 
246(b)(1) and (2) would improve the situation further.
SECTION 248
16. Deductions for Organizational and 
Reorganizational Expenditures
Organizational expenditures should be allowable as amortizable de­
ductions free of any election and such deductions should be expanded 
to cover stock issuance and reorganization expenses (including stock 
dividends and stock splits), registration and stock listing costs.
Section 248(a) provides that organizational expenses may, at the 
election of the taxpayer, be amortized over a period of not less than 60
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months to be selected by the taxpayer. The regulations require that this 
election be made in the return for the taxable year in which the taxpayer 
begins business and that all of the expenditures subject to the election be 
specifically identified.
The election requirement of Section 248(a) constitutes an unneces­
sary complication of the Code. The deductibility of an item should be 
determined by the nature of the item rather than upon strict compliance 
with the requirements of an election. Organizational expenses and ex­
penses of a like or similar nature should be deductible over a period of 
not less than 60 months free of any election.
In addition, the deduction under Section 248 should be expanded to 
cover stock issuance and reorganization expenses, including the costs 
of stock registration and stock listing and the costs of printing certifi­
cates whether for original issue, stock dividends, or stock splits. There 
should be no statutory distinction between creating the legal corporate 
entity and its reorganization or recapitalization, however accomplished, 
nor in obtaining the capital with which to carry out the corporate pur­
poses initially or subsequently.
SECTION 265(2)
17. Interest Relating To Tax-Exempt Income
Dealers in municipal bonds should be permitted to make an annual 
election to include municipal bond interest in gross income and be al­
lowed a deduction for all their interest expense or, in the alternative, be 
denied a deduction for interest expense only to the extent of their in­
come from municipal bond interest.
Under present law the Internal Revenue Service uses certain 
formulas to disallow interest expense. In the case of municipal bond 
dealers, an excess of interest expense over interest income may be neces­
sary to make a profit on the sale of securities—which profit is taxed at 
ordinary income tax rates. If Section 265(2) is amended as suggested 
herein, municipal bond dealers, like other taxpayers, would then be 
taxed on their true business profits.
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SECTION 269
18. Carryover of Operating Losses— 
Acquisition of New Businesses
It should be made clear that in the absence of a change of ownership 
of 50 percent or more of an existing corporation, carryover of operating 
losses should not be denied merely because of the acquisition of new 
businesses.
For an explanation of this recommendation refer to the explanation 
of recommendation number 46 on p. 34.
SECTION 269
19. Acquisitions to Evade or Avoid Federal Income Tax
Section 269(a)(1) should include an exception for acquisitions of 
control of one corporation by another corporation where both corpora­
tions were controlled by the same stockholders immediately before the 
acquisition.
Section 269 provides for the disallowance of deductions, credits or 
other allowances in the case of certain acquisitions where the principal 
purpose of the acquisition is the evasion or avoidance of federal income 
tax. The section covers two types of acquisitions:
1. Acquisition of control of a corporation.
2. Acquisition of property of another corporation, the basis of which 
is determined by reference to the basis of such property in the hands 
of the transferor corporation.
In the case of the acquisition of property (2 above), there is an ex­
ception where the transferor corporation and transferee corporation were 
controlled by the same shareholders immediately before the acquisition. 
The exception insures that deductions, credits or allowances will not be 
denied due to transfers within a single economic group.
A similar exception should apply in the case of acquisition of control 
of a corporation. As presently constituted, Subsection 269(a)(1) can
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operate to deny losses or other deductions sustained within a single eco­
nomic group. The Congressional Committee Reports under Section 129, 
Internal Revenue Code of 1939 (predecessor of Section 269), do not in­
dicate that this was intended. To the contrary, the reports cite the abuses 
of purchasing corporations with current, past or prospective losses for 
the purpose of reducing income taxes.
Further, rulings published by the Internal Revenue Service have per­
mitted the utilization of tax benefits through statutory mergers (or equiv­
alent thereof) of controlled corporations, since the mergers constituted 
acquisitions of assets rather than acquisition of control of corporations. 
See Revenue Ruling 66-214 (1966-2 CB 98) and Revenue Ruling 67- 
202 (1967-1 CB 73). There is no reason for a distinction.
Accordingly, it is recommended that Subsection 269(a)(1) be amended 
to provide an exception where a corporation acquires control of another 
corporation if both corporations were controlled by the same stock­
holders before the acquisition.
SECTION 274
20. Deduction of Certain Entertainment, Etc., Expenses
Entertainment, amusement and recreation expenses which are ordi­
nary and necessary business expenses should be deductible.
Section 274 should be amended to provide for the deductibility of 
entertainment, amusement or recreation expenses for both an activity 
and a facility to the extent they are incurred to further the taxpayer’s 
trade or business. The taxpayer would, of course, be required to sub­
stantiate such expenses by adequate records or other sufficient evidence.
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CORPORATE DISTRIBUTIONS AND
ADJUSTMENTS
SECTIONS 301(b)(1)(B) 
301(d)(2)(B)
21.  Recognition of Gain to Distributor Corporation
All gain recognized to a distributor corporation upon the distribution 
of property to a corporate distributee should be taken into account in 
determining the amount of the distribution and the basis of the dis­
tributed property.
The present statute specifically refers to those sections of the law that 
provide for recognition of gain to distributor corporations from the dis­
tribution of LIFO inventory, properties subject to indebtedness in excess 
of basis, and gains recognized under Sections 1245 and 1250. It is 
recommended that the language in Section 301(b)(1)(B) and 301 
(d)(2)(B) be changed to take into account all gain recognized to a 
distributor corporation, regardless of the particular sections that might 
create authority for such recognition, and reference to selected sections 
should be eliminated. For example, the distribution of installment obli­
gations to a corporate distributee, which creates gain recognized under 
Section 453(d), should also be included under Sections 301(b)(1)(B) 
and 301(d)(2)(B).
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SECTION 302
22. Lost Basis—Redemption of Stock Taxed as Dividend
Basis should not be lost when redemptions of stock are taxed as 
dividends.
It is recommended that specific statutory provisions be enacted along 
the following lines:
1. Where the proceeds of stock which is sold or redeemed are taxed 
as ordinary income, the allocation of basis to other stock held by 
the taxpayer, if any, should be permitted.
2. If the taxpayer has been taxed on account of direct attribution 
(through family, partnership, estate, corporation, or trust), the basis 
of his stock should be allocated to the stock that was the basis of 
the attribution.
3. The taxpayer to whose stock basis is allocable hereunder should 
be allowed at least one year from the date of final determination 
(that a redemption is to be treated as a dividend) to file claim for 
refund if the statute of limitations would otherwise foreclose that 
right.
4. With respect to Section 302(c)(2)(A), if during the ten-year period 
in which the reacquisition rules apply, the taxpayer should acquire 
an interest in the corporation, provision should be made to prevent 
the loss of the basis of the stock surrendered in the redemption 
distribution which is subsequently treated as a dividend.
A taxpayer should not lose tax benefit from the basis of shares sur­
rendered in a redemption transaction that is subsequently treated as a 
dividend. The statute should clearly state what happens to the basis of 
stock surrendered in such a transaction and should extend the statute 
of limitations for filing a refund claim if the taxpayer to whom basis is 
allocated under the statutory rules would otherwise be deprived of tax 
benefit. If there is a reacquisition during the ten-year period, the statute 
of limitations is left open for assessment under present law. Similar 
protection should be extended for the basis of the stock redeemed.
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SECTION 302(c)(2)
23. Constructive Ownership of Stock
If a decedent (immediately before his death) could have qualified for 
a complete termination of shareholder’s interest under Section 302(h)(3) 
then his estate should also qualify.
Section 302(c) permits a distribution in complete termination of a 
shareholder’s interest, as described in Section 302(b)(3), to be treated 
as a distribution in full payment in exchange for stock even though the 
terminating shareholder may be related to another shareholder under 
the attribution rules described in Section 318(a)(1).
However, if that same shareholder were to die prior to terminating his 
interest, and the stock were later redeemed from the estate, whose bene­
ficiary was not a shareholder but whose beneficiary was related to 
another shareholder within the meaning of Section 318(a)(1), the In­
ternal Revenue Service would hold that complete termination did not 
take place. See Revenue Ruling 59-233 (1959-2 CB 106). While that 
specific ruling involved attribution through a trust, the ruling has been 
cited by the Internal Revenue Service as applying also to estates.
It is suggested that the exception to the attribution rules contained in 
Section 302(c)(2) be broadened to include estates as well as family 
members.
SECTION 303(b)(2)(B)
24. Distributions in Redemption of 
Stock to Pay Death Taxes
The present provisions of Section 303(b)(2)(B), permitting the bene­
fits of Section 303(a) in situations where the decedent’s estate includes 
stockholdings of two or more corporations, seem unduly restrictive.
The percentage of ownership as to the stock of each corporation re­
quired in order for the 35-50 percent tests to apply should be calculated 
using constructive ownership rules.
This section of the Code now provides for aggregating the values of 
stock in two or more corporations if the estate owns more than 75 per­
cent in value of the outstanding stock of each of such corporations. In 
Estate of Otis E. Byrd v. Commissioner, 388 F. 2d 223, it was held 
that this test applies only to directly owned stock. Thus it is possible
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for an estate to own beneficially most of the stock of several corporations 
and yet not qualify for aggregation of the values, simply because some of 
the stock might be held by other corporations in the same group. It 
seems equitable that the constructive ownership rules of Section 318 be 
applied for determining qualification under Section 303(b)(2)(B). These 
rules now apply to redemptions under Section 302 and there is no logical 
reason why they should not also be considered in Section 303 redemp­
tions.
SECTION 304
25. Acquisitions by Related Corporations
1. The present statute seems unclear and possibly conflicting in its 
wording. It is recommended that in a brother-sister acquisition, 
even though the constructive ownership rules of Section 318 might 
indirectly create a parent-subsidiary relationship, the transaction 
should clearly be governed by Section 304(a)(1) rather than Section 
304(a)(2).
2. The statute now provides that, in the case of brother-sister redemp­
tions, the stock acquired is treated as a contribution to capital, 
regardless of whether the distribution itself is treated as a dividend 
or as a sale or exchange. It is recommended that the statute be 
amended to provide contribution to capital treatment only in cases 
where the distribution is treated as a dividend.
Section 304(a)(1) presently sets out rules for acquisitions of stock by 
related corporations other than subsidiaries. Section 304(a)(2) provides 
rules for acquisitions by subsidiaries. Under the constructive ownership 
rules of Section 318, stock of a sister corporation can be attributed 
indirectly to the brother corporation, or vice versa, thereby creating 
indirectly a parent-subsidiary relationship. A literal interpretation might 
then require that this type of acquisition (brother-sister) be construed 
under the provisions of Section 304(a)(2) rather than 304(a)(1). Since 
there is some difference in treatment under the sections, the statute 
should be amended to state clearly that acquisitions in brother-sister 
situations be governed solely by Section 304(a)(1).
Section 304(a)(1) now provides that stock acquired in an acquisition 
governed by its terms shall be treated as having been transferred by 
the person from whom acquired, and as having been received by the
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corporation acquiring it, as a contribution to the capital of such corpo­
ration. Apparently, this rule applies regardless of the tax treatment of 
the acquisition to the shareholder. The rule should apply only to situa­
tions where the distribution is treated as a dividend. Where the acquisi­
tion is treated as a sale or exchange, it seems more logical and equitable 
that the acquiring company’s basis be equal to the amount paid by it 
for the stock.
SECTION 332(c)(2)
26. Satisfaction of Indebtedness 
Of Subsidiary to Parent
The rule now stated in this section regarding the satisfaction of in­
debtedness of a subsidiary to its parent should be amended to provide 
nonrecognition of gain or loss to the distributing corporation by virtue 
of distributions of property and discharge of indebtedness created after 
adoption of the plan of liquidation.
Present law provides only for nonrecognition of gain or loss as to 
distributions of property in satisfaction of indebtedness existing on 
the date of adoption of the plan of liquidation. Occasionally, it may be 
necessary to create similar indebtedness after a plan of liquidation is 
adopted but before the liquidation is completed. There appears to be 
no logical reason why the nonrecognition rule should not also apply 
to distributions of property in satisfaction of this type of indebtedness.
SECTIONS 333(e)(2) 
333(f)(1)
27. Liquidating Distributions Acquired 
Before December 31, 1953
The cut-off date with respect to the acquisition of stock or securities 
distributed by a corporation liquidating under Section 333 should be 
revised.
In determining the amount of realized gain that is to be recognized 
by a shareholder in a Section 333 liquidation, present law provides that
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realized gain may be recognized to the extent that the shareholder re­
ceives money or stock or securities acquired by the liquidating corpora­
tion after December 31, 1953. Originally, this cut-off date was neces­
sary in order to prevent the investment of cash in stock or securities in 
anticipation of a liquidation under Section 333. The date is now unreal­
istic. The statute should be changed to fix a cut-off date five years prior 
to the date on which the corporation adopts its liquidation plan.
During the 1st Session of the 90th Congress, Senator Magnuson 
introduced S. 614 and Representative Adams introduced H.R. 185 
to accomplish the objectives of this recommendation.
SECTION 334
28. Basis of Properly Received in Liquidation
Uncertainty exists regarding the term “cash and its equivalent” as 
used in Regulations Section 1.334-l(c)(4). The phrase should be de­
fined by statute in order to simplify the determination of basis to be 
allocated to assets received in corporate liquidations.
Because of uncertainty resulting from administrative practice and the 
regulations under Section 334, Congress should establish statutory mean­
ing for the term “cash and its equivalent” as used in allocating basis 
to assets received in corporate liquidation. In Revenue Ruling 66-290 
(IRB-1966-40, 8), the IRS applied the term to certificates of deposit 
and savings and loan association accounts, as well as cash deposits. The 
ruling stated, however, that the term does not include accounts receiv­
able, inventories, marketable securities, and other similar current assets.
The interpretation placed on the term “cash and its equivalent” by 
the IRS seems unduly restrictive and statutory guidelines for taxpayers 
are most desirable. The basic concept that should apply is the liquidity 
of the particular assets involved and whether or not they can be con­
verted to cash in a short period of time. Certainly, marketable securities 
meet this test and should be included within the meaning of the term. 
In most cases, trade accounts receivable will be converted into cash in 
a relatively short period of time and should be similarly treated.
Section 334(b)(2) is automatic rather than elective for subsidiaries 
that are liquidated within a two-year period, and taxpayers presently 
have little guidance as to the allocation of basis to assets received in 
such liquidations.
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SECTION 334(c)
29. Basis of Property Received in 
A One-Month Liquidation
Section 334(c), which applies to the allocation of the adjusted basis 
of stock to property received in a liquidation under Section 333, should 
be amended to provide for allocation in the following order:
1. To assets which can be converted into cash in a relatively short 
period of time in an amount equal to their fair market values;
2. To Section 1245 and 1250 assets to the extent such gain is recog­
nized, and
3. The residue, if any, to other assets (including Section 1245 and 1250 
assets but not in excess of their fair market values) received accord­
ing to their respective net fair market values.
The present Section 333 basis rules contained in the regulations pro­
vide for the allocation of the adjusted basis of the shareholders’ stock 
to the property received according to the respective net fair market 
values of the property. Since the shareholders’ basis is generally less 
than the fair market value of the property received, the present basis 
rules can result in double taxation.
For example, assume a company, with no earnings and profits, has two 
assets, a trade account receivable and a building, each with a fair market 
value of $50,000. The sole shareholder, with a $60,000 stock basis, re­
ports no gain upon liquidation under Section 333. The trade receivable 
and building will each receive a basis of $30,000. Upon collection of 
the receivable, the $20,000 of proceeds in excess of basis will be taxed 
as ordinary income, irrespective of the fact that the company previously 
reported the receivable as income. Similarly, assume instead of the 
receivable, the company had appreciated post-1953 stock with a basis 
of $30,000 and a fair market value of $50,000. In this situation, the 
shareholder would be subject to a $20,000 gain upon liquidation and a 
$10,000 gain ($50,000—$40,000) upon the sale of the stock.
The recapture rules of Section 1245 and 1250 can result in double 
taxation as a result of a Section 333 liquidation. The company is re­
quired to recognize recapture income on the liquidation. In turn, the
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taxpayer’s earnings and profits will be increased and additional recog­
nized gain to the shareholder on liquidation may result.
To alleviate these harsh results, Section 334(c) should be amended to 
provide that the adjusted stock basis be allocated in the following order:
1. To assets which can be converted into cash in a relatively short 
period of time in an amount equal to their fair market values;
2. To Section 1245 and 1250 assets to the extent such gain is recog­
nized in proportion to the respective amounts of recapture gain 
recognized, and
3. The residue, if any, to other assets (including Section 1245 and 1250 
assets but not in excess of their fair market values) received ac­
cording to their respective net fair market values.
SECTION 336
30. Effect on Liquidating Corporation of 
Distribution of Property in Liquidation
Section 336 presently provides that no gain or loss be recognized to 
corporations upon their liquidation. The section should be amended to 
conform to the provisions of Sections 47, 1245 and 1250, which do 
provide for the recognition of gain under certain limited circumstances 
in corporate liquidation transactions.
Due to the fairly recent enactment of Sections 1245 and 1250, under 
certain conditions, gain will be recognized to the distributing corpora­
tion on distributions of property in partial or complete liquidation. This 
seems directly contrary to the present language of Section 336. It is 
recommended that Section 336 be amended so as to set out clearly 
situations where gain will be recognized. Furthermore, some reference 
should be made to Section 47, covering the recapture of the investment 
tax credit with respect to certain distributions of Section 38 property. 
The basic thrust of this recommendation is directed toward clarifying 
Section 336 so that in addition to its stating the general rule for taxing 
the distributing corporation on distributions of property in liquidation, 
it will clearly state the exceptions to that rule.
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SECTION 337(a)
31. Gain or Loss on Sales or Exchanges 
In Certain Types of Liquidations
Section 337(a) should be amended to include involuntary conversions 
within the definition of “sale or exchange.”
This section should be amended to specifically include all involun­
tary conversions within the definition of sale or exchange. In Revenue 
Ruling 64-100 (1964-1 CB 130), the Internal Revenue Service held that 
an involuntary conversion resulting from complete destruction by fire or 
explosion constituted a sale for purposes of Section 337(a), but it has 
not yet included condemnation awards. All types of involuntary con­
versions should be treated as a sale for purposes of Section 337.
Furthermore, in connection with any involuntary conversion, the tax­
payer should be given a minimum period of 60 days after occurrence 
of the event within which to adopt a plan of liquidation and obtain 
the provisions of Section 337.
SECTION 337(c)(1)(A)
32. Collapsible Corporations— 
Application of Section 337
The nonrecognition provisions of Section 337 should apply to sales 
made by an otherwise collapsible corporation if any of the limitations 
of Section 341(d) would prevent the application of Section 341(a) to 
all of the shareholders of such corporation.
At the present time the benefits of Section 337 are denied to a corpo­
ration which falls within the general definition of a collapsible corpora­
tion as prescribed by Section 341(b). This is true even though the 
limitations contained in Section 341(d) may prevent the application of 
Section 341(a), the operative portion of the section, to any of the
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shareholders. There is no logical reason for prohibiting Section 337 
treatment in any case where Section 341 is inoperative. Section 337 
(c)(1)(A) should be amended to eliminate this defect and, at the same 
time, to refer to the special provisions of Section 341(e)(4).
SECTION 337(c)(2)
33. Liquidation of Subsidiaries in 
Section 337 Transactions
Section 337 should be amended to include the liquidation of subsidi­
aries within the benefits of Section 337, if both subsidiaries and their 
parent are liquidated within the twelve-month period now provided.
As now worded, Section 337(c)(2)(A) denies the benefits of Section 
337 in certain parent-subsidiary situations where the subsidiary is 
liquidated into the parent during the 12-month period required by 
Section 337(a)(2) and Sections 332 and 334(b)(1) apply to the liquida­
tion. Under present rules there are available several indirect ways to 
avoid this result (e.g., liquidate the subsidiary prior to having the parent 
adopt its plan of liquidation). However, to meet this problem directly 
an amendment to Section 337(c)(2) is necessary.
The amendment should extend nonrecognition treatment under Sec­
tion 337 to the liquidation of a subsidiary if the subsidiary and its 
parent are liquidated within the 12-month period beginning on the first 
date of adoption of a plan of liquidation by the subsidiary or the 
parent.
SECTION 341(a)
34. Treatment of Short-Term Gain
The literal language of this section makes it applicable only to gain 
that would otherwise be treated as long-term capital gain were it not 
for the holding period. It is recommended that gain on sale or exchange 
of all collapsible corporation stock be treated as gain from the sale or 
exchange of property not a capital asset, regardless of the holding period.
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In the event of the sale of, distribution in partial or complete liqui­
dation of, or related distribution with respect to stock held for six months 
or less, present language would provide that the gain be considered as 
capital gain even though the corporation was collapsible. Under these 
circumstances, capital losses could be applied to offset such gain. This 
does not appear to be consistent with the intent of the collapsible corpo­
ration provisions.
SECTION 341(d)(2)
35. Clarification of Over-70 Percent Test
The extent to which “gain is attributable to the property” for pur­
poses of the over-70 percent limitation test should be clarified.
Realization on sale of Section 341 assets in prior years or in the 
current year up to the date of sale or redemption or distribution in 
partial or complete liquidation should not be treated as collapsible 
asset gain. If the corporation has paid or will pay tax on gain realized 
on previous sales of collapsible assets, it is inequitable to continue to 
treat the gain as collapsible asset gain.
SECTION 341(f)
36. Certain Sales of Stock of Consenting Corporations
Section 341 should be amended to protect the shareholder who 
purchases stock in a corporation which has consented to the treatment 
provided in Section 341(0 where, subsequent to such purchase, it is 
determined that the corporation was not in fact a collapsible corpora­
tion.
This subsection was enacted in August 1964 to provide some re­
lief in connection with sales of stock of corporations which might, at 
the time the stock sale occurs, be collapsible corporations. This subsec­
tion should be amended to provide that the election will not be effective 
if the corporation is determined not to have been collapsible at the
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time the sale of stock occurred which necessitated the election. This 
would prevent an election made out of a superabundance of caution 
from trapping an unwary purchaser of the stock who had nothing to do 
with making the election in the first place.
SECTION 351
37. Securities Received in Exchange
The nonrecognition provisions of Section 351 extend to transfers of 
property to a corporation solely in exchange for stock or “securities” 
in such corporation. The term “securities” should be defined by statute 
to include a note, bond or other evidence of indebtedness with a 
maturity of five years or more.
One of the problem areas under Section 351, in view of divergent 
court decisions, is to determine the meaning of the term “securities.” 
A statutory definition is necessary to provide guidance to taxpayers and 
eliminate unnecessary conflict. The definition should provide that a 
note, bond, or other evidence of indebtedness with a maturity of five 
years or more would qualify as a security under Section 351.
SECTIONS 351
355
368(c)
38. Control
Legislation is needed to clarify a conflict existing between the statutory 
definition of corporate control for purposes of Sections 351, 355 and 
368(c) and that contained in Revenue Ruling 59-259.
For purposes of these sections, control is defined (Section 368(c)) as 
“the ownership of stock possessing at least 80 percent of the total 
combined voting power of all classes of stock entitled to vote and at 
least 80 percent of the total number of shares of all other classes of 
stock of the corporation.”
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Revenue Ruling 59-259 (1959-2 CB 115) interprets the above defini­
tion to require ownership of at least 80 percent of the total number of 
shares of each class of outstanding nonvoting stock. The language of 
the Code should be corrected if this ruling properly reflects Congres­
sional intent.
SECTIONS 351 
357(c)
39. Transfers to Controlled Corporation
Accounts receivable and accounts payable transferred from an un­
incorporated cash-basis transferor to a controlled corporation should 
result in income to the transferee upon collection of the receivables and 
a deduction to the transferee upon payment of the payables.
The Internal Revenue Code provides special rules for carrying over 
various tax attributes in certain types of tax-free transactions. These have 
the effect of continuing the status of the items carried over even though 
a new corporation may own the business. However, incorporation of a 
partnership or sole proprietorship is not covered specifically, and this 
can cause questions as to the tax results, particularly where the partner­
ship or proprietorship uses the cash-basis of accounting.
For example, a professional partnership may have accounts receiv­
able for work performed and accounts payable for unpaid expenses. 
Under the cash basis, taxable income does not arise until the receivables 
are collected, and deductions do not occur until expenses are paid. When 
the partnership incorporates, a question arises as to whether the receipt 
of the corporation’s stock causes a realization of income from the re­
ceivables. Likewise, income might be considered to be realized, under 
Section 357(c) on the transfer of accounts payable where such liabilities 
exceed the adjusted basis of the receivables transferred.
Equitable treatment would be to permit the transferee to report the 
income when the receivables are collected and to obtain a deduction 
when the accounts payable are paid. It should be provided that the 
transferor does not realize income on a Section 351 transfer of ac­
counts receivable as described above, and that the transferee corpora­
tion takes the receivables with a zero basis and is taxed on the subse-
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quent collection. It should also be provided that (similar to the treat­
ment in Section 381 (c)(l6)) if payment of a liability would have been 
deductible by the transferor then payment of the assumed liability by 
the transferee would also be deductible, and that Section 357(c) does not 
apply in such a situation.
SECTION 356(a)(2)
40. Treatment of "Boot"
Section 356(a)(2) as presently worded should be eliminated and re­
placed by provisions that would:
1. Treat as a dividend for all purposes of the Code any distribution of 
“boot” which has the effect of the distribution of a dividend within 
the principles of Section 301,
2. Treat as a partial liquidation under Section 346 such part of the 
“boot” received which has that effect, and
3. Treat as a redemption of stock under Section 302 such part of the 
receipt of “boot” which has that effect, determined by reference 
only to stockholdings of the shareholders of the acquired corpora­
tion immediately prior to the reorganization.
With few exceptions, the courts and the Internal Revenue Service 
have treated the “boot” provisions of Section 356(a) as requiring that 
any gain attributable to the “boot” first be treated as a dividend to the 
receiving shareholder to the extent of accumulated earnings and profits. 
Only the balance of any gain then results in capital gain. There is no 
sound reason for the apparent inconsistency between Section 356(a)(2) 
on one hand and Sections 301, 302 and 346 on the other. It is difficult 
to justify the different language under Section 356, based upon ac­
cumulated earnings and profits, rather than first out of current earnings 
and profits, as under Section 301. It is equally difficult to justify the 
requirement that the distribution of “boot” in every reorganization will 
always result in dividend income unless the distributing corporation 
has a deficit, without regard to whether or not the shareholder has in 
substance received a distribution in partial liquidation or a distribution 
arising from a disproportionate redemption of some of his shares.
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SECTION 362(b)
41. Basis to the Acquiring Corporation of Stock 
Received in a B-Type Reorganization
The determination of basis of the acquired company’s stock in a 
B-type reorganization should be simplified in a manner similar to that 
in a C-type reorganization.
It is often quite difficult to obtain the basis for the acquired com­
pany’s stock in a B-type reorganization, particularly where it is widely 
held. To overcome this problem, the Code should be amended to 
provide that where in a B-type reorganization 80 percent or more of 
the stock of the acquired company is acquired during a 12-month 
period, a substituted basis for the stock acquired should be allowed 
equal to the excess of the basis of the assets in the hands of the cor­
poration being acquired over its liabilities, just as if there had been 
a C-type reorganization. This would place the transaction in a similar 
position to a C-type reorganization and should simplify operation of 
the statute.
SECTION 367
42. Foreign Corporations
The Secretary of the Treasury or his delegate should be given 
statutory authority to make a determination, after an exchange, that 
such exchange was not in pursuance of a plan having as one of its 
principal purposes the avoidance of federal incomes taxes.
Section 367 provides that in determining the extent to which gain 
shall be recognized in the case of any of the exchanges described in 
Sections 332, 351, 354, 355, 356, 361, a foreign corporation shall not 
be considered as a corporation unless, before such exchange, it has 
been established to the satisfaction of the Secretary or his delegate that 
such exchange is not in pursuance of a plan having as one of its 
principal purposes the avoidance of federal income taxes.
Sections 1491 and 1492, enacted at the same time and for a similar 
purpose, provide that an excise tax of 27½  percent shall be imposed 
on transfers of stock or securities to a foreign corporation unless, before 
such transfer, it has been established to the satisfaction of the Secretary 
or his delegate that such transfer is not in pursuance of a plan having 
as one of its principal purposes the avoidance of federal income taxes.
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Notwithstanding the similiarity of purpose and structure of these sec­
tions, Section 1494(b) provides that the tax otherwise imposed by Sec­
tion 1491 may be abated, remitted or refunded if after the transfer it 
has been established to the satisfaction of the Secretary or his delegate 
that the prescribed tax avoidance purpose did not exist. The legislative 
history discloses no reason for withholding similar relief from the impact 
of Section 367, which has been and continues to be a trap for the unwary.
To correct this situation it is suggested that the first sentence of 
Section 367 be amended as follows:
“In determining the extent to which gain shall be recognized in the 
case of any of the exchanges described in Section 332, 351, 354, 355, 
356 or 361, a foreign corporation shall not be considered a corporation 
unless it is established that such exchange is not in pursuance of a 
plan having as one of its principal purposes the avoidance of federal 
income taxes.”
SECTION 368(a)(1)(B)
43. B-Type Reorganizations—Exchange of Cash
In an exchange of stock for stock in a B-type reorganization, the 
issuance by the transferee of cash to avoid fractional shares, or the 
assumption by the transferee of reorganization expenses or transfer 
taxes, should not deny qualification for reorganization treatment.
In Revenue Ruling 66-365 (CB 1966-2 176), the Internal Revenue 
Service recognized some court decisions (e.g., Mills et al. v. Commis­
sioner, 331 F. 2d 321 (1964)) and stated that the “solely for voting 
stock” requirement is met where the acquiring corporation pays cash in 
lieu of issuing fractional shares and the cash is not a separately bar­
gained-for consideration but merely represents a rounding-off of the 
fractions. Even as so modified, the rule requiring “solely” voting stock 
seems too stringent. It should be relaxed to permit limited exchanges 
of cash or other property for legitimate business purposes and to elim­
inate doubt as to the qualification of a particular transaction as a 
reorganization. While some departure from the strict language of the 
Code has been permitted, a statutory “de minimis” rule should be en­
acted limiting the amount of cash and other property to perhaps 5 per­
cent of the total consideration.
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SECTION 381(a)
44. Tax Attributes in Intercorporate Transfers
Inheritance by a successor corporation of the various tax attributes 
of a predecessor corporation should also apply to intercorporate trans­
fers and to transfers to a subsidiary.
The Code should be amended to provide that inheritance by a suc­
cessor corporation of the various tax attributes of a predecessor corpora­
tion should also apply to intercorporate transfers and to transfers to a 
subsidiary.
Without this amendment, it may be possible for a corporation to 
terminate previous adverse elections by transferring all or part of its 
business to a newly formed corporation which can then make new elec­
tions that will be more advantageous in the future.
SECTIONS 382 
269
45. General Comment—Carryover of Operating Losses
The whole structure of the Internal Revenue Code as it relates to the 
taxation of corporations and stockholders is founded on the proposi­
tion that the corporation is a separate taxable person. In this connection 
the concept of “continuity of interest” has been understood as justifying 
recognition of the identity of a corporate person despite certain changes 
in its structure. If continued recognition of this concept is desirable, and 
it seems that it is, there does not appear to be any justification for deny­
ing access to carryover deductions except where changes of both owner­
ship and business result in the creation of a new business person.
Where stockholders have pooled their capital in a corporation for the 
purpose of engaging in business for profit but have sustained losses, it is 
illogical to assume that the stockholders should not seek to recoup those 
losses by improving the operations of the losing business or by engaging 
in another business which might be more profitable. If the latter course 
is taken, and a new business is acquired, the operating loss carryovers 
should be available as though the recovery were from improved oper­
ations.
In the absence of a change of ownership sufficient to interrupt the 
continuity of interest, the continuing tax identity of the corporate per-
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son should be recognized. To do otherwise would be to place fiscal ex­
pediency ahead of reasonable tax policy.
For the same reasons, continuation of the separate corporate person 
should be recognized, as at present, when there is a change of owner­
ship but no significant change in business activities.
Where there is a significant change of business activities coupled with 
a significant change in ownership, the law should recognize that the ef­
fect is the same as formation of a completely new taxable person and the 
carryover of loss deductions in such circumstances should be denied.
Revenue Ruling 63-40 (1963-1 CB 46) is a step in the right direction 
in that it provides that operating loss carryovers will not be denied in in­
stances in which a new business is acquired and there is little or no 
change in stock. The conclusion is too narrow, however, and does not 
take care of the other existing inconsistencies in the statutory sections 
dealing with operating loss carryovers.
With certain modifications, but within the present basic structure of 
Sections 269 and 382, the foregoing objectives can be attained. The 
following recommendations are suggested to accomplish that result.
SECTION 269
46. Carryover of Operating Losses— 
Acquisition of New Businesses
It should be made clear that in the absence of a change of ownership 
of 50 percent or more of an existing corporation, carryover of operating 
losses should not be denied merely because of the acquisition of new 
businesses.
Revenue Ruling 63-40 (1963-1 CB 46) indicates that if a new busi­
ness is acquired, and there is little or no change in stock ownership 
during or after the period in which losses were incurred, the corporation 
will not be barred from using prior losses against the profits of a newly 
acquired business. The ruling also states that if there is more than a 
minor change in stock ownership of a loss corporation which acquires 
a new business enterprise, the IRS may continue to contest the de­
ductibility of the carryover of the corporation’s prior losses against the 
income of the new business enterprise.
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It should be made clear that carryover of operating losses against the 
profits of a newly acquired business should not be denied unless there 
is a change of 50 percent or more in the ownership of the company.
SECTION 382
47. Acquisitions Through Reorganizations— 
Percentage Reduction Rules
The percentage reductions in Section 382(b) applicable in the case 
of reorganizations of loss companies should be replaced by rules similar 
to those applicable to purchases under Section 382(a). That is, where 
shareholders of the loss company do not retain an interest of 50 per­
cent or more in the continuing company, the operating loss should be 
denied unless a “continuity of business” test is met. There should also 
be a provision under which substantially all the assets received from the 
loss company could be transferred to a subsidiary, if the subsidiary 
meets the continuity of business test.
There seems to be no basis for distinguishing between a sellout ac­
complished by means of a taxable transaction and one accomplished 
by a reorganization even though the selling, shareholders retain an 
interest. In either case the “continuity of business” test should be ap­
plied. The alternative of allowing the carryover to remain in a sub­
sidiary is necessary to permit use of the loss against profits from a 
continuation of the loss corporation’s business even though the acquiring 
corporation has other types of business.
SECTION 382(a)(1)
48. ''Continuity of Business" Test
Where there has been a change in ownership of a loss company, a 
reasonable but more specific “continuity of business” test should be 
applied. Expansion of existing lines of products or services, including 
the acquisition of a business having the same or similar products or 
services, should be permitted. In addition, the company should be per­
mitted to develop a natural growth of the existing business provided that
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the new activity is not a major portion of the whole. The loss company 
should not be prevented from dropping unprofitable lines or from 
moving its location or changing its personnel in an effort to earn profits 
against which it may offset the loss carryover.
The purpose of Section 382(a)(1) is to prevent new owners from 
acquiring a loss company and using its loss against profits from an 
unrelated business undertaken under the new management. However, 
it also prevents new owners from discontinuing or radically changing 
unprofitable lines of business and hampers normal expansion and diver­
sification of products or services. These effects are unreasonable and 
undesirable and should be corrected.
A company in the electronics business, for instance, which is manu­
facturing a device for a specific kind of measurement should be per­
mitted to:
1. Discontinue its manufacture when technological changes make some 
other device better.
2. Add to its list of products devices for any other kinds of measure­
ment, either by the company’s own research and development or 
through the acquisition of an existing business.
SECTION 382(a)(1)
49. Period Over Which Changes in 
Stock Ownership Are Measured
In making a comparison of stock ownership for purposes of Section 
382(a), the earlier date should be “twenty-four months before the end 
of the taxable year.”
Section 382(a) provides a period of time over which a change in 
ownership is measured. This period should be a uniform period, such 
as 24 months, and should not be shortened merely because a taxpayer 
has a short taxable year. Short years may arise from entering into or 
withdrawing from a consolidated group or from a change in fiscal year, 
neither of which should result in a reduction in the period of time for 
testing changes in stock ownership.
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SECTION 382(a)(1)
50. Limitation on Denial of Net 
Operating Loss Carryover
The denial of carryover loss should be restricted to losses which oc­
curred before the change in stock ownership and the change in business.
Because of the present wording in Section 382(a)(l)(A)(ii), if there 
were a change in ownership and a change in business at the beginning 
of a taxable year and the changed business showed a net operating 
loss in that year, that net operating loss could be denied as a carryover 
to succeeding years. This result probably was not intended and is 
inequitable. The denial should be limited to losses which occurred prior 
to the change in stock ownership.
SECTION 382(a)(4)
51. Definition of "Purchase"—B-Type Reorganization
The definition of “purchase” for the purpose of determining changes 
in ownership under Section 382(a) should be expanded to include ac­
quisitions of stock for stock in B-type reorganizations.
At present, control of a loss corporation can be acquired by another 
corporation issuing its own stock in a reorganization that qualifies under 
Section 368(a)(1)(B) without becoming subject to the restrictions on use 
of the loss carryover contained in either Subsections (a) or (b) of Sec­
tion 382. This should not be permitted, and this type of transaction 
should be brought within the provisions of Section 382(a).
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SECTION 404(a)(5)
52. Contributions to Nonexempt Employees' Trusts
Taxpayers making contributions to a profit-sharing or pension trust 
not exempt under Section 401 should be allowed a deduction from net 
income for such payments in the year the amounts are paid to the em­
ployees by the trust even though the rights of the employees were 
forfeitable when the contributions were made.
An employer is allowed to deduct his contributions to an employees’ 
pension trust or annuity plan as provided in Section 404(a)(5) even if 
the trust to which the contributions are made has not qualified under 
Section 401, provided the rights of the employees under the plan are 
vested when the contribution is made. If the employees’ rights are 
forfeitable, the taxpayer is not allowed a deduction in any taxable year, 
as provided in the Regulations Section 1.404(a)-12.
This limitation forbidding the deduction in any taxable year is in­
equitable. Where contributions are made to a profit-sharing or pension 
trust not qualified under Section 401, and the rights of the employees 
are forfeitable when the contributions are made, the employer should be 
allowed a deduction (subject to the limitations of reasonableness out­
lined in Section 162(a)(1)) in the year the amounts are paid to the 
employees by the trust.
The employees should be required to report as income only the por­
tion of the distribution which was not previously taxed to the trust,
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and the employer should be allowed a deduction only for the portion 
of the distribution which is taxed to the employees. The procedure for 
the allocation should be defined in the regulations.
SECTION 422(c)(3)(C)
53. Stock Option for More Than 5 Percent 
Shareholder-Employee
Options outstanding to all employees should be taken into account in 
determining whether an employee owns more than 5 percent of the 
stock of the employer corporation for purposes of Section 422(c)(3)(C).
Section 422(c)(3)(C) provides that in determining whether or not an 
employee owns more than 5 percent of the stock of the employer cor­
poration, the stock which he may acquire by exercise of the specific 
option being granted is treated as owned by him.
If there are other options to other employees outstanding, the stock 
which may be acquired by them upon exercise of their options ap­
parently is not considered as outstanding for purposes of determining 
whether or not an employee meets the 5 percent test. There appears 
to be no reason why such other options should not be taken into account.
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ACCOUNTING PERIODS AND METHODS
SECTIONS 452 
462
54. Taxation of Unearned Income and 
Allowance of Deductions for Estimated Expenses
The accounting principles originally recognized in Sections 452 and 
462 of the Internal Revenue Code of 1954 should be reenacted. Sec­
tion 452 related to deferral of income received for performance or 
delivery of service extending beyond the end of the taxable year in 
which such income is received. Section 462 allowed a deduction for 
reasonable additions to reserves for estimated expenses.
Unearned income. One of the basic principles of accounting is that 
income is validated by the delivery of goods or services accompanied 
by the receipt of cash or a claim for cash. Clearly, equity dictates 
that a business should not have to pay tax on money which is received 
but not yet earned, that is, where such receipt is burdened with an 
obligation to render service, etc., beyond the taxable year of the receipt. 
The present provisions of Section 455 dealing with prepaid subscription 
income and Section 456 dealing with certain prepaid dues income, 
although not completely adequate, do recognize this important principle.
A statutory provision should apply to receipts which carry a definite 
liability to furnish goods or services in the future. There should be no 
requirement as to any particular length of time subsequent to the end 
of the taxable year in which the liability to perform must be satisfied.
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If a maximum deferral period is considered necessary it should not be 
less than five years.
Taxpayers should be permitted the option of electing the deferral 
treatment as to classes of unearned receipts. This would permit im­
material items to be treated on a nondeferral basis.
It is recognized that an adjustment may be required during a tran­
sitional period in order to prevent substantial distortion of income.
Estimated expenses. For taxpayers on the accrual basis, another 
basic accounting principle concerns the matching of deductions and 
expenses of a fiscal period with the revenues applicable to such period 
even when it is necessary to estimate the amount of such deductions and 
expenses.
At the time Section 462 was repealed (originally enacted in the 
Internal Revenue Code of 1954), Congress expressed its endorsement 
of the basic principle of allowing taxpayers deductions for reasonable 
additions to reserves for estimated expenses, with adequate safeguards 
to prevent the possible abuses which were feared under Section 462 as 
originally enacted.
A new provision allowing deductions for estimated expenses should 
now be enacted, with the following limitations to make the provision 
workable and to gain additional experience with the problems that might 
be encountered:
1. The categories of estimated expenses for which reasonable additions 
to reserves would be deductible should be limited at the outset to 
liabilities to customers, to employees, and for multiple injury and 
damage claims. Provision for estimated liabilities to customers 
would include, for example, liabilities for cash and trade discounts, 
advertising allowances, allowances for defective merchandise, etc. 
Liabilities to employees would include, among other things, liabili­
ties for vacation payments, workmen compensation claims, etc. Lia­
bilities for multiple injury and damage claims should be restricted to 
the potential liability on an estimated basis arising out of events 
which happened before the close of the taxable year of the taxpayer.
2. Taxpayers should be permitted the option of electing to deduct ad­
ditions to reserves for estimated expenses on an item by item basis. 
A requirement for an all-inclusive treatment covering every con­
ceivable item of eligible estimated expense would carry the danger 
of a greater revenue impact and of attempts by taxpayers to claim 
deductions for items which may ultimately be held to be improper in 
an effort to protect the validity of their election. An item by item
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election would permit taxpayers to deduct only those estimated ex­
penses which are substantial in amount and which the taxpayers 
reasonably feel are contemplated within the scope of deductibility 
of estimated expenses.
3. In order to prevent any immediate unfavorable effect on tax reve­
nues, a transitional adjustment may be required.
SECTION 453(b)
55. Clarification of the Term "Payment" in
Taxable Year of Sale
Payments in the initial period should not include a liability assumed 
by the purchaser unless it exceeds the basis of the property.
Section 453(b)(2) limits the use of the installment sales method to 
situations where payments in the year of sale do not exceed 30 percent 
of the selling price. Regulation Section 1.453-4(c) indicates that in the 
case of the disposition of real estate a mortgage assumed shall not be 
included as a payment unless it exceeds the basis of the property. 
Nothing is mentioned about other liabilities assumed. Disputes have 
arisen where liabilities are assumed by the purchaser. The Tax Court 
(See I. Irwin Jr., 45 TC 544; and Horneff, 50 TC 63) has maintained a 
position that liabilities assumed are included as payments if actually 
paid during the year of sale. This Court has also questioned, in dicta, 
the provision in the Regulations relating to mortgages assumed. It has 
stated that the provision refers only to mortgages assumed but not paid 
in the year of sale. On the other hand, two Courts of Appeal have 
taken the position that an assumption of any liabilities should not be 
included as an initial payment unless it exceeds basis (See I. Irwin Jr., 
(CA5) 390 F. 2d 91, and Marshall (CA9) 357 F. 2d 294).
Considering the conflict in the area, the Code should be changed to 
clarify the point. Since the assumption of debt does not provide funds 
to pay the tax and there would be administrative problems in determin­
ing if and when an assumed liability has been paid, it is suggested that 
the term “payment” be defined to exclude an assumed obligation unless 
it exceeds the basis of the property sold.
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SECTION 453(c)
56. Elimination of Double Taxation Upon Change 
From Accrual to Installment Basis
Upon a change from (he accrual to the installment basis of reporting 
taxable income from installment sales by dealers in personal property, 
installment payments actually received during the year on account of 
sales made in a taxable year before the year of change should be 
excluded in computing taxable income for such year of change and for 
subsequent years.
Under the Internal Revenue Code of 1939 a taxpayer changing from 
the accrual method to the installment method was not permitted to 
exclude from gross income for the year of change and subsequent years 
the gross profit which had been included in income and taxed in an 
earlier year when the taxpayer was on the accrual basis. The result was 
that such taxpayer was taxed twice on the same income.
The Committee Reports accompanying the Internal Revenue Code of 
1954 state that with the intention of eliminating this double taxation, 
Congress enacted Section 453(c) of the Internal Revenue Code of 1954. 
Unfortunately, that section does not go far enough, for it still requires that 
the gross profit from installment payments received after the change to 
the installment method be included in gross income in the year of 
receipt even though it had previously been taxed under the accrual 
method.
Actually, Section 453(c) does not accomplish its intended purpose. 
Only limited relief is provided from the double tax penalty. Even if 
it is assumed that the tax rate and gross income is the same for the 
earlier year and the year of change, the net income and the final tax in 
the earlier year would probably have been smaller because the expenses 
of sale would have been deducted in the earlier year under the accrual 
method. Thus, the Section 453(c) adjustment will not eliminate all the 
tax in the second year resulting from the inclusion of the gross profit.
In order to accomplish equity between taxpayers who change from 
the accrual to the installment method of accounting for installment 
sales and taxpayers who adopted the installment method originally, and 
in order to bring about the expressed intent of the Congress, Section 
453(c) should be amended to permit a changeover to the installment 
method without double taxation.
It is recognized that an adjustment will be necessary during a tran­
sitional period in order to prevent distortion of income.
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SECTION 482
57. Mitigation of Statute of Limitations 
In Related Taxpayer Cases
Whenever the Secretary of the Treasury exercises his right to reallo­
cate income or deductions between or among two or more taxpayers, 
either the party whose income is decreased or whose deductions are 
increased by such reallocation should be permitted to pick up the effect 
of the adjustment without regard to the statute of limitations, or no re­
allocation should be made under Section 482.
Section 482 permits the Secretary to reallocate income and deductions 
among related taxpayers where, in his opinion, action is necessary to 
reflect properly the income of the respective related taxpayers. Where 
such allocations are made, correlative adjustments to the income of re­
lated taxpayers involved in the allocations are required by Regulations 
where not otherwise barred by law. Often, an increase in taxable income 
of one of the parties is determined at a time when the statute of limita­
tions with respect to one of the related taxpayers has already expired. 
This bars a tax refund for such other party which otherwise would be 
obtainable. Thus, after having collected the tax from one taxpayer, the 
Secretary can refuse a refund of tax to the other taxpayer affected. In 
this situation the same income is taxed twice.
The party whose income is decreased or whose deductions are in­
creased by a reallocation under Section 482 should be accorded the 
right of a correlative adjustment without regard to the statute of limita­
tions. Alternatively, the Section 482 adjustment should not be permitted 
if the correlative adjustment is barred by the statute of limitations.
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PERSONAL HOLDING COMPANY
SECTION 543(a)(6)
58. Use of Corporate Property by Shareholder
Section 543(a)(6) should be repealed so that all rent income is treated 
in a consistent manner under Section 543(a)(2). Until enactment of the 
1964 amendments, the section prevented the incorporation of private 
property to protect investment income from personal holding company 
penalty. The present rent section prevents any appreciable sheltering 
of investment income with rents from any source. Thus, the need for 
543(a)(6) as a special class of personal holding company income has 
disappeared. Its continued existence presents difficulties and problems 
unrelated to the avoidance sought to be forestalled.
The original impetus for the enactment in 1937 of the predecessor to 
Section 543(a)(6) was that shareholders, in order to bring the percentage 
of investment income of their corporations below the 80 percent per­
sonal holding company test, would transfer to a corporation a yacht, 
city residence or country home, and pay sufficient rent to take the 
corporation out of the personal holding company classification. Further, 
the rent paid would usually be less than the actual cost of maintaining 
the property and frequently less than would have been received from an 
outsider in a bona fide transaction. By including as a separate category 
of personal holding company income amounts received from share­
holders for the use of corporate property, Congress eliminated this 
method of tax avoidance.
This provision, which was designed to reach situations in which 
private property was incorporated to avoid personal holding company 
classification, resulted in inequities where property was leased by a 
corporation to stockholders for use in a business operation.
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Accordingly, in 1950, this section was amended to provide that rents 
received between 1945 and 1950 for use by the lessee in the operation of 
a bona fide commercial or mining enterprise should not be included in 
personal holding company income. In 1954, the provision was further 
changed so that the rent received from a shareholder was not personal 
holding company income if the corporation had less than 10 percent of 
other personal holding company income.
During the period from 1937 to 1964, personal holding company in­
come included rent, unless rent constituted 50 percent or more of total 
gross income. However, “rent” for the purpose of this test was defined 
to exclude amounts received for the use of corporate property by share­
holders. (Section 502(g), 1939 Code; Section 543(a)(7), 1954 Code.) 
Until 1964, therefore, the provision relating to a shareholder’s use of 
property (Section 502(f), 1939 Code; Section 543(a)(6), 1954 Code) had 
significance in preventing tax avoidance due primarily to the rent exclu­
sion as then defined.
Enactment of the new personal holding company provisions in 1964 
changed this long standing relationship. The new section departed from 
the 50 percent gross receipts test for rent and substituted a 50 percent 
of “adjusted ordinary gross income” test. In computing the adjusted 
income from rents for purposes of this test, gross rents are reduced by 
depreciation, interest, taxes and rent paid on the rental property. The 
new law included an additional test which requires other personal hold­
ing company income to be negligible or distributed as dividends. The 
only pertinent change made in respect to the shareholder’s use of prop­
erty was to apply the 10 percent test to “ordinary gross income” instead 
of “gross income.”
The present tests for all practical purposes require a corporation to be 
engaged primarily in the rental business in order to avail itself of the 
rental exclusion. It is practically impossible to shelter investment income 
in a rental corporation in any significant amount under the present law.
The Internal Revenue Code then has come full circle in respect to a 
shareholder’s use of corporate property. Prior to the enactment of this 
section in 1937, investment income could be sheltered by placing per­
sonal property in corporate form. From 1937 to 1964, it could be 
sheltered only by other rental property. Now, for all practical purposes, 
no rental property can shelter other investment income. The need for 
this special definition has now disappeared.
The 10 percent test under the present rent Section (543(a)(2)) is the 
same as applied in the shareholder’s use of corporate property (Section 
543(a)(6)), except that, in the latter case, investment income cannot be
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reduced by the dividends paid. This difference in treatment seems 
illogical since the abuse sought to be forestalled is the same in both 
cases.
Elimination of an unneeded special definition from an already ex­
tremely difficult statute and its integration with the general rent definition 
would be helpful. In addition, it would eliminate problems of the type 
highlighted by Revenue Ruling 65-259 (1965-2 CB 174). The Service’s 
attempt in this ruling to expand the definition of rents received from 
shareholders seems unnecessary if its objective is to prevent sheltering 
of investment income, but it seems to represent an effort to force more 
corporations, regardless of their activity, into the personal holding 
company net. The intent of Section 543(a)(6) when enacted and as 
subsequently amended clearly indicates an attempt to alleviate a specific 
abuse and not hamper normal commercial enterprise. The belated 
attempt to extend the definition does not appear to be based on these 
precepts.
The personal holding company provisions should be considered apart 
from other abuses which can arise due to control of corporations.
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ESTATES, TRUSTS, BENEFICIARIES AND
DECEDENTS
SECTION 642(h)
59. Separate Shares—Partial Termination
The deduction carryover provisions of Section 642(h) should be 
extended to the termination of a single beneficiary’s entire interest in a 
trust having different beneficiaries where such interest represents a 
separate share as determined under Section 663(c).
The deduction carryover provision of Section 642(h) applies only 
upon the final termination of an estate or trust. The provision should 
be extended so as to include an apportionment of such deductions when 
there is a final termination as to a single beneficiary’s separate share in a 
trust where there are several beneficiaries.
SECTION 642(h)
60. Unused Investment and Foreign Tax Credits 
On Termination of an Estate or Trust
The investment and foreign tax credits not used by the estate or trust 
should be available as a carryover to the beneficiaries succeeding to the 
property of the estate or trust.
Present law provides for the carryover of a net operating loss, a 
capital loss and the excess of deductions over gross income in the last
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taxable year to the beneficiaries succeeding to the property of the estate 
or trust. It is equitable for the beneficiaries also to be allowed the benefit 
of the unused investment and foreign tax credits.
SECTION 643(a)
61. Distributable Net Income
Only the excess of corpus deductions over corpus “income” should be 
deductible in computing distributable net income.
A limiting factor in the amount of estate and trust income taxable to 
the income beneficiary is “distributable net income” as defined in Sec­
tion 643(a). The effect of this definition is that all items of deductions 
(whether charged to corpus or to income) other than the personal exemp­
tion are deductible in computing distributable net income.
Thus, for example, the income taxable to the beneficiary of a simple 
trust (which requires that all income— as distinguished from corpus— 
be distributed currently), using the following assumed annual income and 
deductions, would be computed as follows:
Dividends and interest income (credited to income for trust
accounting purposes) $5,000
Short-term capital gain (credited to corpus for accounting
purposes) 1,000
Gross income $6,000
Deductions:
Legal expenses (charged to corpus) 500
Taxable income before deduction for distributions to beneficiary $5,500
Under Section 643(a) the deduction for distributions to beneficiaries is 
limited to $4,500 (the $5,000 dividend and interest income, less the 
$500 legal expenses paid) and this is the only amount the income bene­
ficiary would be taxed on, even though he was paid $5,000, the full 
annual income for trust accounting purposes.
It can thus be seen that expenses paid which are charged to corpus 
for estate and trust accounting purposes normally reduce the amount of 
income taxable to the income beneficiaries. This is true even though 
corpus may be taxed in full on such items as capital gains. In the above
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example, the entire $1,000 capital gain realized by corpus would be 
taxed (subject to allowance of the deduction for the trust’s personal 
exemption) even though the $500 legal expenses had been paid by corpus 
during the year.
It is recommended that the definition of “distributable net income” be 
amended so that corpus deductions first be used to offset items of income 
taxable to corpus; only the excess should be deductible in computing 
distributable net income which is a measure of the amounts taxable to 
the income beneficiaries.
SECTION 663
62. Separate Shares—Estates
The separate shares rule should be extended to apply to estates as 
well as trusts when the estate has more than one beneficiary and the 
beneficiaries have substantially separate and independent shares in the 
assets of the estate.
Where any beneficiary of a trust having more than one beneficiary 
has a substantially separate share in the trust, each such beneficiary’s 
share will be regarded as a separate trust for the purposes of determin­
ing the amount of income distributable to the beneficiary. As presently 
constituted, this provision applies only to trusts. It should be extended 
to include estates.
SECTION 663(a)
63. Corpus Distributions
The definition of the types of gifts and bequests which are excluded 
from the gross income of beneficiaries of estates and trusts should be 
liberalized.
Payments of certain specific bequests or gifts of specific sums of 
money or specific property are not deductible from distributable net 
income of the estate or trust. Such payments are not includable in 
the income of the recipient. However, other distributions of the same
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nature and character result in a distribution of taxable income, and 
are taxed to the recipient, because they fail to meet the test of the 
exclusion in the Code. The Section 663 exclusion test should be 
liberalized to permit exclusion from income of a beneficiary of:
1. All bequests or gifts, unless payable solely from income, if paid 
all at once or within one taxable year of the estate or trust, or, 
in the case of installment payments, if distributed before the close 
of the 36th month after the death of the testator.
2. Any real property, tangible personal property (except money) or 
stock in a closely held corporation which is properly distributed 
within the 36 months following the death of the decedent.
SECTION 691
64. Income in Respect of Decedents
The income tax deduction for the estate tax attributable to income in 
respect of a decedent should be replaced by an estate tax deduction for 
the income tax attributable to such income.
The purpose of this Section 691(c) deduction is to relieve a double 
tax situation and place the decedent’s estate or heir in the same position 
as the decedent would have been had he realized the income during 
lifetime and paid the income tax thereon. Present law provides for a 
deduction of an attributable portion of estate tax as an income tax de­
duction rather than an attributable portion of income tax on this income 
as a deduction for estate tax purposes. The provision of a deduction for 
income tax purposes, rather than an income tax deduction for estate tax 
purposes, appears to have been made for administrative expediency; it 
results in difficult and complicated computations, and can produce in­
equitable results.
It is recommended that the deduction permitted by Section 691(c) to 
persons who include in gross income, income in respect of a decedent 
under Section 691(a), should be replaced by rules which would permit 
a deduction for estate tax based upon the amount of income tax which 
would be deemed attributable to all items includable as income in respect 
of a decedent under Section 691(a), less deductions allowed under Sec­
tion 691(b).
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REGULATED INVESTMENT COMPANIES
SECTION 852(a)(1)
65. Deficiency Dividends for Regulated 
Investment Companies
If the taxable income of a regulated investment company is increased 
by the Internal Revenue Service, resulting in failure of the taxpayer to 
meet the requirement that 90 percent of its taxable income be dis­
tributed, the dividends-paid deduction should include deficiency divi­
dends, similar to those determined under Section 547, if the taxpayer 
would have met the 90 percent requirement were it not for such 
increase.
Section 852(a)(1) requires payment of dividends amounting to 90 
percent or more of the ordinary taxable investment income of a regu­
lated investment company. An increase in the ordinary taxable invest­
ment income by the Internal Revenue Service could be of such an 
amount that 90 percent of the corrected ordinary taxable investment 
income will not have been distributed as a dividend. Under present 
law the regulated investment company would be disqualified in such 
case.
Where the regulated investment company did pay dividends of 90 per­
cent or more of its ordinary taxable investment income without regard 
to the increase made by the Internal Revenue Service, thereby demon­
strating good faith, provisions, such as those of Section 547, regarding 
deduction for deficiency dividends, should be made applicable.
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REAL ESTATE INVESTMENT TRUSTS
SECTION 857(a)(1)
66. Deficiency Dividends for Real Estate
Investment Trusts
Where a real estate investment trust has acted in good faith in dis­
tributing 90 percent of its taxable income, the dividends-paid deduction 
also should take into account deficiency dividends, similar to those de­
termined under Section 547, if the taxpayer’s taxable income is increased 
upon examination so that the 90 percent requirement is not met.
Section 857(a) provides that a real estate investment trust must dis­
tribute 90 percent of its taxable income in dividends. It is possible 
that an examination by the Internal Revenue Service may change the 
taxpayer’s taxable income significantly, resulting in a tax liability be­
cause, as a result of the increase in taxable income, the taxpayer does 
not meet the 90 percent requirement.
The provisions, such as those of Section 547, regarding deduction for 
deficiency dividends, should be made applicable with respect to situ­
ations in which a Service examination causes a real estate investment 
trust to fall below the 90 percent requirement when prior to the ex­
amination the trust had, in good faith, distributed 90 percent of its 
taxable income.
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TAX BASED ON FOREIGN INCOME, ETC.
SECTIONS 862 
904 
911
67. U.S. Partners Stationed Abroad
Guaranteed payments to a U.S. citizen who is a member of a partner­
ship and is stationed abroad should be treated as made to one who is 
not a member of the partnership under Section 707(c) for purposes of 
Sections 862, 904, and 911.
Section 911 of the Internal Revenue Code provides that a U.S. citizen 
employed abroad who meets the tests of Section 911(a)(1) or (a)(2) is 
permitted to exclude up to $20,000 or $25,000 of earned income as the 
case may be, regardless of where his employer derives his income. The 
source of the employee’s earned income is the place where the services 
are performed. If all of his services are performed outside the United 
States his entire compensation is treated as foreign source income for 
purposes of Sections 862 and 904, as well as for the exclusion under 
Section 911. On the other hand, a partner who performs his services 
without the United States is not considered by the Treasury Department 
to earn his income at the place where the services are performed, but 
rather the source of his distributive share of partnership profits is deter­
mined where the partnership earns its income. If the partnership income 
is earned both within and without the United States, then the Treasury 
Department contends the partner has received a proportionate part of 
his partnership share from sources within the United States even though
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all of his services are performed outside the United States. (See Foster, 
329 F. 2d 717, and Foster, 42 TC 974). The usual result of this 
approach is that the Section 911 exclusion is effectively lost even 
though there is nothing in the legislative history of Section 911 which 
reveals a purpose to discriminate between partners and employees.
The problem is further aggravated by the fact that a U.S. citizen em­
ployee in a foreign country will report his income in excess of the $20,­
000 or $25,000 limit as foreign source income since his services are 
performed abroad, subject to a foreign tax credit under Section 901. In 
contrast, a partner is frequently faced with double taxation where the 
country of residence imposes its income tax on his full distributive share 
of partnership profits. To the extent that his distributive share is con­
sidered derived from U.S. sources he is denied a foreign tax credit in the 
United States.
There is no justification for the different tax treatment of income 
earned from the performance of personal services abroad depending 
solely upon whether the individual is an employee or a partner.
To remedy this situation, it is recommended that Section 707(c) be 
amended to provide that guaranteed payments to a partner for services 
shall be considered as made to one who is not a member of the partner­
ship, not only for purposes of Section 61(a) and Section 162(a) as 
presently provided, but also for purposes of Sections 862, 904, and 911. 
Thus, a partner who receives a stated salary for performing services out­
side the United States could, for that portion of his income from the 
partnership, receive U. S. tax treatment similar to that accorded em­
ployees.
SECTION 902(b)
68. Deemed Foreign Tax Credit
The deemed foreign tax credit should be liberalized by (1) permitting 
the credit with respect to foreign corporations lower than the second 
tier, and (2) lowering the 50 percent ownership requirement for any 
lower-tier corporation to 25 percent, but with the requirement that the 
domestic corporate shareholder have at least a 5 percent ultimate 
beneficial ownership of voting stock in any lower-tier corporation.
A U.S. corporate shareholder may claim a deemed foreign tax credit 
in the situation where it owns 10 percent of the voting stock of a
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first-tier foreign corporation and the first-tier corporation owns at least 
50 percent of the voting stock of a second-tier foreign corporation. 
Credits from tiers lower than the second are now not considered re­
gardless of the degree of ownership.
Because of the business conditions that exist today it is necessary in 
many cases to have local nationals own more than 50 percent of the 
stock of foreign corporations. Furthermore, the corporate structures of 
foreign investments are becoming increasingly complex as the result of 
such factors as circumstances existing at the time of acquisition and 
specialized business arrangements. In situations such as these, it seems 
unfair that the U.S. corporate shareholder should lose the foreign tax 
credit.
To remedy this condition, it is suggested that the deemed foreign tax 
credit should be permitted with respect to any lower-tier foreign cor­
poration which has at least 25 percent of its voting stock held by a 
corporation in the tiei above it.
It is recognized that this proposed rule could, as the result of num­
erous successive tiers, result in a deemed foreign tax credit in a situa­
tion where the ultimate beneficial ownership by the U.S. corporate 
shareholder is insignificant. To avoid this possibility, there should be 
a requirement that the U.S. corporate shareholder have at least a 5 
percent ultimate beneficial ownership of voting stock in any lower-tier 
corporation. This 5 percent is the same as the minimum ultimate 
beneficial ownership which is required under present law with respect 
to a second-tier subsidiary (10 percent of 50 percent).
SECTION 904(b)
69. Revocation of Election of Overall Limitation
A taxpayer should have the right to an annual election to use the 
overall limitation or the per-country limitation on the foreign tax 
credit. In addition, a change in the original election should be per­
mitted at any time within the statutory period of limitations applicable 
to the taxable year of such election.
Section 904 allows a taxpayer to elect an overall limitation effective 
with any taxable year beginning after December 31, 1960. Once a tax­
payer has made an election to use the overall limitation, that election is 
binding in all subsequent years, except that it may be revoked with the 
consent of the Commissioner of Internal Revenue. There is one excep­
tion. For the first year for which an election can be made, the tax­
payer may make the election to use the overall limitation or may revoke
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an election previously made for that year, if such election or revocation 
(as the case may be) is made before the expiration of the period pre­
scribed for making a claim for credit or refund of the tax imposed for 
such taxable year.
The election of the overall limitation or the per-country limitation on 
the use of the foreign tax credit is not a method of accounting but rather 
a means of computing tax liability. Since a method of accounting is 
not involved, there is no reason to require the consent of the Commis­
sioner before a change in the election may be made. There are a num­
ber of reasons why a change may be necessary after the original election 
is made; for example, where substantial losses are realized with respect 
to existing investments because of nationalization, expropriation or war 
or where a taxpayer expects to enter substantial operations in a new 
foreign country and anticipates such operations will result in a loss for 
a number of years.
In the interest of equity and simplicity, it seems preferable that tax­
payers be given the right to an annual election to use the overall limita­
tion or the per-country limitation on the foreign tax credit. However, 
the prohibition of Section 904(e)(2) on carrybacks and carryovers be­
tween per-country and overall limitation years would continue to ap­
ply. A change in the original election should be permitted at any time 
within the statutory period of limitations applicable to the taxable year 
of the original election, without first securing the consent of the 
Commissioner.
SECTION 904(d)
70. Carryback and Carryover of Excess Tax Paid
The definition of the amount of carryback and carryover of foreign 
tax credit should be changed so that the amount involved is the differ­
ence between the foreign tax paid or accrued and the foreign tax used as 
a credit. As presently defined the amount involved is the difference 
between the foreign tax paid or accrued and the applicable limitation 
under Section 904(a).
Due to the formula provided in Section 904(d) for the determination 
of the amount of foreign taxes paid or deemed to have been paid which 
can be used as a carryback or carryover, taxable income derived from 
two or more foreign countries can be subjected to double taxation. This 
will occur when the taxpayer has a loss from U.S. operations and uses 
the per-country foreign tax credit limitation. It does not occur when the 
overall limitation is used. Such double taxation results from a portion
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of the foreign taxes not being available for use either as a current credit 
or a carryback-carryover credit.
In the following example the foreign source income as reduced by the 
U.S. loss is taxed at an effective rate of 64 percent. This would not 
occur if the amount of an unused foreign tax credit available as a carry­
back or carryover was defined to be the difference between the foreign 
tax paid or accrued and the foreign tax used as a credit.
Income
(Loss)
U.S.
Tax
Foreign
Tax
Foreign Country A 
Foreign Country B 
U.S.
$100
100
(50)
$ 60 
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Total foreign tax
Total income per U.S. return $150
$115
U.S. tax @ 48% before foreign tax credit 
Foreign tax credit per-country limitation ($)—
$72
100
Country A: ----- x  72 =  48
150
100
Country B: ----  X  72 =  48
150  
Credit limitation 96
Foreign tax credit (lesser of $72 or $96) 72 72
U.S. tax payable $ 0
Unused foreign tax $ 43
Available credit carryback—carryover under 
Section 904(d)—
Country A ($60—$48) $ 12
Country B ($ 5 5 -$ 4 8 ) 7
Total available $ 19
Erosion of unused foreign taxes available for
foreign tax credit ($43.00 — $19.00) $ 24
Effective combined tax rate on net taxable in­
come of $150 (U. S. tax of $72 plus eroded 
foreign taxes of $24 =  $96 ÷  $150) (or U. S. 
tax rate of 48% plus rate of unavailable 
foreign taxes of 16% ($24 ÷  $150) 64%
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SECTION 904(d)
71. Carryback of Excess Foreign Taxes
The two-year carryback of the excess of foreign income, etc., taxes 
paid over the applicable limitations in Section 904 should be changed 
to three years.
Section 904(d) provides that any excess of foreign income, etc., taxes 
paid over the applicable limitations contained in other parts of Section 
904 is carried back two years and then forward five years.
The carryback and carryover principle is employed in other parts of 
the Internal Revenue Code. Widespread application occurs in the areas 
of the net operating loss and the unused investment credit. In both of 
these situations, a nine-year business cycle has been deemed by Congress 
to be most appropriate (i.e., the taxable year, three years back and five 
years forward). It appears that the same nine-year cycle would also be 
most appropriate in connection with excess foreign income taxes. Such 
conformity would be achieved by changing the foreign tax carryback 
from two years to three years.
SECTION 911(a)(2)
72. Exclusion of Earned Income From Sources 
Without the United States
The exclusion from gross income of earned income from sources with­
out the United States attributable to presence in another country for 
seventeen months granted by Section 911(a)(2) should be allowed for 
resident aliens.
In general, the tax laws do not distinguish between resident aliens 
and United States citizens. In one important respect, there is a difference 
in treatment which results in an inequity to the resident alien.
A resident alien is taxed on his global income just as a citizen. How­
ever, if the alien works for an extended period of time outside the United 
States, he is taxed more severely than any citizen since he is not per-
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mitted the earned income exclusion under Section 911(a)(2). There is 
no basis in reason or equity for this distinction.
The section should be amended to permit the exclusion for resident 
aliens as well as for citizens.
SECTION 958
73. Controlled Foreign Corporation Defined
Section 958 should be amended so that it is not possible for second- 
tier and lower-tier subsidiaries to be controlled foreign corporations 
where the first-tier foreign corporation is not a controlled foreign corpo­
ration.
Section 957(a) defines a “controlled foreign corporation” (CFC) as 
any foreign corporation of which more than 50 percent of the total 
voting power of all classes of stock is owned or considered as owned 
within the meaning of Section 958 by U.S. shareholders. Therefore, a 
first-tier foreign corporation is not a CFC where more than 50 percent 
in value of its stock is owned by U.S. shareholders, provided the U.S. 
shareholders do not meet the voting power test. However, in such a case, 
although the first-tier foreign corporation is not a CFC, foreign sub­
sidiaries in which the first-tier foreign subsidiary owns more than 50 
percent of the total voting power are CFCs. This result, apparently con­
trary to Congressional intent, is determined as follows:
1. Section 958 provides that for purposes of determining whether a 
corporation is a CFC under Section 957, the constructive ownership 
rules of Section 318(a), as modified, shall apply.
2. Section 318(a)(2)(C) as modified by Section 958(b)(3) provides that 
if 10 percent or more in value of the stock of a corporation is owned, 
then the owner shall be considered as owning any stock owned by 
that corporation in the proportion which the value of the stock 
owned in the first corporation bears to the value of all of the stock 
of such corporation.
3. When applying Section 318(a)(2)(C), Section 958(b)(2) provides 
that if a corporation owns more than 50 percent of the voting power
60
of all classes of stock entitled to vote, it shall be considered as owning 
100 percent of the stock entitled to vote.
An example to illustrate the application of the cited Code sections 
follows. Assume foreign corporation F owns 60 percent of the one 
class of outstanding stock of foreign corporations X and Y, and Y owns 
60 percent of the one class of outstanding stock of foreign corporation 
Z. The ownership in F is as follows:
Number of Shares
Class A Class B % of Ownership
Total (Non-Voting) (Voting) Voting Value
U. S. Shareholder 550 150 400 48% 55%
Foreign
Shareholders 450 25 425 52% 45%
1,000 1 75 825 100% 100%
The application of the various sections is as follows:
1. F is not a CFC since U.S. shareholders do not own more than 50 
percent of its voting power.
2. Under Section 958(b)(2), F  is considered to own 100 percent of X 
and Y, and Y is considered to own 100 percent of Z when applying 
Section 318(a)(2)(C).
3. The U.S. shareholder under Section 318(a)(2)(C) is considered to 
own 55 percent of the stock of corporations X, Y and Z; thus, they 
are CFCs.
To remedy this condition, Section 958(b)(3) should be modified to 
read: “In applying subparagraph (C) of Section 318(a)(2), the phrase 
‘10 percent’ shall be substituted for the phrase ‘50 percent’ and the 
phrase ‘voting power’ shall be substituted for the word ‘value’ used in 
subparagraph (C).”
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GAIN OR LOSS ON DISPOSITION
OF PROPERTY
SECTION 1091
74. Wash Sales
The wash-sale provision should apply to security traders (but not to 
dealers) whether or not incorporated.
Section 1091, as presently written, disallows wash-sale losses incurred 
by taxpayers other than corporations only if such losses would be de­
ductible under Section 165(c)(2). Section 165(c)(2) provides for the 
deductibility of “losses incurred in any transaction entered into for 
profit, though not connected with a trade or business.” It is clear that, 
for such taxpayers, security losses incurred in a trade or business, de­
ductible under Section 165(c)(1), are not affected by the wash-sale rule.
It has been held that taxpayers whose business it is to buy and sell 
securities for a speculative profit may deduct their losses under Section 
165(c)(1) and are, therefore, exempt from Section 1091. Such taxpayers 
are called traders and are to be distinguished from security dealers who 
maintain an inventory and sell to customers in the ordinary course of 
their trade or business. Traders, although holding their securities for 
sale, are not merchants and may not inventory their positions because 
they sell them through brokers and not to customers (Regulations Sec­
tion 1.471-5). It is also pertinent to note that, in the case of corpora­
tions, Section 1091 is operative except as to losses incurred in the 
ordinary course of the business of a corporate security dealer.
The special treatment given to noncorporate traders is not warranted 
and gives such taxpayers an unfair advantage over noncorporate in­
vestors and over corporations active in the purchase and sale of securi-
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ties. Even though this exemption is of long standing, a persuasive case 
can be made for the position that it arose in the first place as a result of a 
misunderstanding. For a complete discussion of the background of this 
section, see S. Walter Shine, “Wash-Sale Losses—A Gift to Security 
‘Traders,’ ” Taxes, June 1954, p. 455. The article indicates that the 
original intention was to limit the exemption to dealers because they 
could inventory their positions. Since dealers may, under an appropriate 
inventory method, avail themselves of unrealized losses in their inven­
tory, the application of the wash-sale rule to them is unnecessary. This 
interpretation of the original intent is logical, while the extension of the 
exemption to traders who may not inventory their positions is not. 
Furthermore, the distinction between corporate and noncorporate traders 
is similarly illogical and casts doubt upon the correctness of the latter’s 
exemption.
It should also be noted that the factual determination of who is or 
is not a trader has caused considerable difficulty at administrative levels 
of the Internal Revenue Service. Inequitable decisions are bound to 
occur because of the problem of determining whether or not a particular 
taxpayer’s buying and selling activities are sufficient to constitute the 
carrying out of a trade or business. This administrative burden, with 
necessarily varying results among taxpayers in borderline cases, is not 
warranted in administering a law that appears to be illogical. For these 
reasons, Section 1091 should be amended so that it is applicable to all 
taxpayers except with respect to transactions in the ordinary course of 
the trade or business of security dealers.
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CAPITAL GAINS AND LOSSES
SECTION 1201
75. Capital Gains: Alternative Tax
Section 1201 should be amended to provide that the alternative tax 
should not exceed 25 percent of the amount of net taxable income when 
such net income is attributable to net long-term capital gains.
The tax liability of an individual or a corporation having an excess of 
ordinary deductions over ordinary income (an ordinary loss), and a net 
long-term capital gain in excess of such ordinary loss, is based upon the 
lesser of:
1. Tax computed by applying the regular rates to taxable income (net 
long-term capital gain reduced by ordinary loss); or
2. The alternative tax which is 25 percent of the net long-term capital 
gain.
Irrespective of which calculation provides the lower tax, the ordinary 
loss is absorbed by the net long-term capital gain. In some instances, 
this results in the taxpayer’s receiving no benefit from the ordinary loss. 
The following example illustrates the point:
A corporation has net taxable income of $75,000 for 1968 comprised 
of net long-term capital gain of $100,000 and an ordinary operating loss 
of $25,000. Its tax (before computation of the tax surcharge and adjust-
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ments for credits against the tax, etc.) is $25,000, which represents the 
lesser of the alternative tax of 25 percent on the entire net long-term 
capital gain, or the normal tax and surtax of $29,500 on its net taxable 
income. If the corporation had realized only the net long-term capital 
gain (zero ordinary operating income or loss), its tax would also be 
$25,000. Clearly, therefore, it has had no tax benefit from its ordinary 
operating loss of $25,000.
The 25 percent maximum alternative tax should be applied to net 
taxable income if such income is less than the net long-term capital 
gain. In the foregoing example, this treatment would result in an alterna­
tive tax of $18,750 (25 percent of $75,000).
SECTION 1211(b)
76. Capital Loss Limitation—Joint Returns
Section 1211(b) should be amended to extend the limitation on 
capital losses deductible on joint returns to $2,000.
Under Section 1211(b) individuals are presently limited in deduction 
of capital losses to the amount of their gains from the sales of capital 
assets plus the taxpayer’s taxable income or $1,000, whichever is the 
lesser. Husband and wife who file a joint return presently have their 
income and deductions aggregated and for purposes of Section 1211(b) 
are treated as one taxpayer.
For married taxpayers in noncommunity property states the capital 
loss limitation is $1,000, except in rare instances where spouses in fact 
have essentially equal income and separately taxable gains and losses 
from capital assets. By contrast, in community property states when­
ever a capital loss is incurred by the community, a husband and wife can 
obtain a current year deduction of $2,000 for capital losses against 
ordinary income by filing separate returns.
The filing of separate returns by husband and wife in community prop­
erty states for the purpose of obtaining the current deduction of capital 
losses against community income creates inconvenience and difficulty 
for both the Internal Revenue Service and the taxpayers. Compliance, 
enforcement and data processing are hampered by the year to year 
change from joint to separate returns which often occurs.
Even more to the point is the contention that Section 1211(b) speaks
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of the “taxpayer” of which there are in fact two on any joint return. If 
the Internal Revenue Code is to fully recognize income splitting for 
spouses in both community and noncommunity property states, as it 
otherwise has been doing since 1948, then extension of the capital loss 
limitation to $2,000 on joint returns is the only logical recourse.
As the allowable term during which a capital loss may be carried over 
to subsequent years is essentially unlimited under present Section 
1212(b) the entire loss will eventually be deductible in noncommunity 
joint returns. Any acceleration of this deduction through an increase to 
the proposed $2,000 limitation would not cause any significant loss of 
revenue to the Treasury Department over the long term.
SECTION 1232
77. Capital Loss Treatment of Bad Debts
Section 1232 should be amended to exclude any loss resulting from 
partial uncollectibility of an advance to a company which is an affiliate 
as defined in Section 165(g)(3).
Section 1232 provides for capital gain or loss treatment on the retire­
ment of indebtedness issued by any corporation or government or 
political subdivision thereof. Under the 1939 Code, the treatment was 
limited to indebtedness issued with interest coupons or in registered 
form. The 1954 Code dropped this requirement and extended the 
capital gain or loss treatment to all corporate and government “bonds, 
debentures, notes, or certificates or other evidences of indebtedness” 
issued on or after January 1, 1955, which are capital assets to the tax­
payer.
Because of the 1954 change, certain items that could previously be 
deducted as bad debts under Section 166 may now be capital losses 
under Section 1232. For example, if Corporation A, for good business 
reasons, makes a loan to Corporation B, which is evidenced by a note, 
and Corporation B is subsequently able to repay only a portion of the 
loan, Corporation A might have a capital loss on the retirement of the 
indebtedness (assuming that the note is a capital asset in the hands of 
A). Although the Committee Reports on the 1954 Code give no indi­
cation one way or the other, it seems unlikely that this result was in­
tended in the case of affiliated corporations. Therefore, Section 1232
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should be made inapplicable to loans to affiliates, as defined in Section 
165(g)(3), which otherwise would qualify as business bad debts under 
Section 166.
SECTION 1244
78. Qualification as Section 1244 Stock
The requirement that Section 1244 stock be issued according to a 
plan should be eliminated.
Several court decisions have denied ordinary loss treatment to share­
holders of small business corporations. In these cases, the stock quali­
fied as Section 1244 stock within the meaning of Section 1244(c), ex­
cept that the corporate records did not document the existence of a 
plan at the time of issue.
The limitation of the benefits of Section 1244 to taxpayers who in­
sert certain phraseology in corporate records places undue emphasis on 
form and is inconsistent with the objectives of the Small Business Tax 
Revision Act of 1958. Stock otherwise qualifying under the terms of 
Section 1244(c) should be treated as Section 1244 stock regardless of 
the existence of a plan.
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READJUSTMENT OF TAX BETWEEN YEARS 
AND SPECIAL LIMITATIONS
SECTION 1321
79. Involuntary Liquidation of LIFO Inventory
Rules regarding involuntary liquidation of LIFO inventories should be 
permanently extended to cover all conditions and circumstances beyond 
the reasonable control of the taxpayer which, directly or indirectly, 
prevent the acquisition of inventory.
The LIFO inventory method is based on the realistic business fact that 
a going business must maintain a “fixed” minimum inventory position 
in order to continue functioning effectively. Based on this assumption, 
Congress has provided special rules covering LIFO inventories involun­
tarily liquidated during wartime and similar emergency periods. In these 
circumstances, the liquidation must have been the result of the prevailing 
emergency conditions in order to invoke the special rules providing for 
replacement of the liquidated LIFO inventory at a tax cost basis equiva­
lent to that of the inventory formerly held.
Similar conditions completely beyond the reasonable control of the 
taxpayer may exist in periods other than those of national emergency 
which may effectively prevent maintenance of the normally required 
inventory by a particular taxpayer. Such conditions, for example, might 
include events such as fires and floods, as well as economic happenings 
such as strikes, peculiar to the particular taxpayer.
In view of this, the Code should be amended to provide permanent 
rules covering the involuntary liquidation of LIFO inventory caused by 
circumstances and conditions beyond the reasonable control of a tax­
payer. Sufficient safeguards should be enacted to make certain that the 
liquidation is the result of such circumstance or condition, and that it is 
not simply a coincidental event.
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ELECTION OF CERTAIN SMALL BUSINESS 
CORPORATIONS AS TO TAXABLE STATUS
SECTIONS
1371-1378
80. General Comment—Subchapter S
The Subchapter S election has proved to be substantially less useful 
than was originally intended because of excessively complex and re­
strictive rules within the statute itself and because of narrow and rigid 
interpretation by the Treasury Department. There is a need for major 
revision of the Subchapter S provisions in order to make them of more 
general benefit to those for whom the election was intended.
On February 5, 1969, the House Ways and Means Committee and 
the Senate Finance Committee jointly published a three-volume work 
entitled “Tax Reform Studies and Proposals—U. S. Treasury Depart­
ment.” Included in the work is a proposal regarding Subchapter S 
corporations resulting from a joint study undertaken by the Treasury 
Department and the Committee on Partnerships of the American Bar 
Association’s Section of Taxation. On April 22, 1969, the identical 
proposal was presented to the Ways and Means Committee by the 
Treasury Department as part of President Nixon’s tax program.
In general, this proposal presents a very useful approach to the 
problem. It has the highly desirable basic aims of treating Subchapter 
S corporations as much like partnerships as is possible and of removing 
unnecessary restrictions and complications. Certain modifications, how­
ever, are desirable. These are as follows: greater flexibility should be 
granted Subchapter S corporations in the use of fiscal years; the treat­
ment of retirement plans for partners of partnerships and shareholders 
of Subchapter S corporations should conform with that presently pro­
vided for corporate executives; and, the separate character of certain 
items of income and deductions should be retained in the hands of 
Subchapter S corporation shareholders in order to bring the tax treat­
ment of Subchapter S corporations still closer to that of partnerships. *
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ESTATE AND GIFT TAXES
SECTION 2014(b)
81.  Credit for Foreign Death Taxes
The limitation on the amount of foreign death taxes creditable against 
federal estate tax should, at the option of the taxpayer, be determined 
on an overall basis.
Section 18 of the Revenue Act of 1962 amended prior law to eliminate 
the exclusion from the gross estate of real property situated outside 
of the United States. This increase in the ambit of federal estate taxa­
tion focuses attention on the goal of avoiding double taxation of estates.
The amount of foreign death taxes creditable against federal estate 
tax is the lesser of two amounts under limitations computed on a per- 
country basis. In 1960 Congress amended the foreign income tax credit 
provision in order to give taxpayers an election to compute that credit 
on either a per-country basis or an overall basis. The same election 
should be available to fiduciaries of estates with assets in more than one 
foreign country.
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SECTIONS 2031 
2032 
2512(a)
82. Valuation of Property for Estate and Gift Tax
The value of property for estate and gift tax purposes should never 
be greater than the amount that could in fact be realized by the donor 
or decedent’s estate.
The Internal Revenue Code bases the gift tax on the value of the 
gift. This has been defined in the regulations as the price at which 
such property would change hands between a willing buyer and a willing 
seller, neither being under any compulsion to buy or to sell, and both 
having reasonable knowledge of relevant facts.
Regulation Sections 20.2031-8(b) and 25.2512-6(b) now provide that 
for gift tax purposes (as well as for estate tax purposes) shares of an 
open-end investment company (mutual fund) are to be valued at the 
“public offering price” (asked price), which generally includes a loading 
charge. These regulations have been held valid by the courts in Estate 
of Frances F. Wells, 50 TC 871 and Howell, 290 F. Supp. 690, re­
spectively. However, these holdings appear to be unreasonable. The 
valuation should be based on the “redemption price” (bid price) quoted 
for such shares by the company, which is all the donor (or the execu­
tor) could realize on disposal.
The Treasury has also amended the Gift Tax Regulations (and the 
Estate Tax Regulations) in regard to the definition of the value of gifts 
of property if the item of property is generally obtained by the public 
in the retail market. The fair market value is then the price at which 
the item or a comparable item would be sold at retail. This provision is 
inequitable for the same reason cited for mutual fund shares in that it 
could impose a higher valuation for gift and estate tax purposes than 
could be realized by the donor (or the decedent’s estate).
It is recommended that the provisions of Section 2031, 2032 and 
2512(a) be clarified to provide that in no instance could the value of 
property subject to estate or gift tax be greater than the amount that 
could in fact be realized by the donor or decedent’s estate.
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SECTION 2042
83. Reversionary Interests—Insurance
The provisions relating to the 5 percent reversionary interest should 
be limited to those situations where the decedent retained a reversionary 
interest. Any interest that arises through inheritance or operation of law 
should be excluded from applicability.
Present law provides for the inclusion of the value of insurance receiv­
able by beneficiaries other than the executor in the gross estate of the 
decedent where the decedent had any of the incidents of ownership in 
the policy. “Incident of ownership” includes a reversionary interest if 
its value is more than 5 percent of the value of the policy immediately 
before death. In determining the value of the reversionary interest, 
the possibility that the policy or its proceeds may revert to the decedent 
by reason of operation of law should not be considered since the de­
cedent would have no control over this factor.
SECTION 2503(c)
84. Exclusion for Gifts of Certain Future Interests
The annual $3,000 gift tax exclusion should be extended to all gifts 
of a future interest where the property will be used solely for the benefit 
of a specified donee during his life and the remainder of the property, 
if any, will on his death be included in his gross estate.
Section 2503(c) provides the conditions under which a transfer for 
the benefit of a donee under age 21 on the date of the gift will not be 
considered a gift of a future interest in property, and for which, there­
fore, the annual $3,000 gift tax exclusion will be allowed. Basically, 
these conditions are that the corpus of the gift, together with any un­
distributed income, be completely distributed to the donee at age 21. 
Criticism of Section 2503(c) has been directed to the requirements that 
the donee must be under age 21 and that there must be complete dis­
tribution of undistributed income and corpus at age 21.
It is proposed that Section 2503(c) be amended to permit a transfer
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to a donee, without regard to age, that income need not be distributed 
currently and that corpus may be retained in the trust, provided that to 
the extent that income and corpus are not distributed to or expended 
for the benefit of the donee during his life, they be payable on his death 
either to his estate or as he may appoint under a general power of ap­
pointment as defined in Section 2514(c). The retained income and 
corpus thus will be included in the beneficiary’s gross estate on his 
death, eliminating any possible loss of estate tax revenue.
SECTION 2504(c)
85. Valuation of Gifts Made in Prior Years
The prohibition of an adjustment of the value of gifts made and ex­
clusions allowable in prior years where the statute of limitations has ex­
pired should not depend upon the payment of gift tax.
Section 2504(c) now provides that the value of a gift made in a prior 
year cannot be readjusted in subsequent years if the gift tax was actually 
paid on the gift made in the prior year and the period of limitations for 
assessment has expired for such year. This requires that taxable gifts 
(gifts in excess of the allowable exclusions and deductions) must have 
been made in the prior year in order for the prohibition against the 
adjustment in value to be applicable.
It appears illogical not to permit the same prohibition to apply where 
no tax was payable because the allowable exclusions and deductions 
equalled or exceeded the value of the annual gifts made. It, therefore, 
is proposed that this section be amended to prohibit the adjustment of 
the value of the taxable gifts made in prior years as well as the amounts 
excluded, if any, with respect to such gifts, so long as a gift tax return 
has been timely filed.
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PROCEDURE AND ADMINISTRATION
SECTION 6081
86. Automatic Extension of Filing Time 
For Certain Individual Returns
A provision similar to that now available to corporations for auto­
matic extension of time for filing corporation income tax returns should 
be enacted to cover certain individual and fiduciary income tax returns.
The increasing complexities of the tax laws, the greater burdens of 
compliance caused by the complex tax laws, expanded use of electronic 
data processing, and the growing problem of securing professional help 
have made it difficult for many taxpayers to file a professionally pre­
pared return on a timely basis.
Senate Report No. 1622 (83rd Congress, 2nd Session) accompanying 
H.R. 8300 (Internal Revenue Code of 1954) states that the postpone­
ment to April 15 of the date for individuals to file their income tax 
returns would “greatly relieve the difficulties taxpayers now have in 
preparing their returns by the present filing date,” (i.e., March 15). 
The Report also provided that the postponement “. . .  should also result 
in the filing of more carefully prepared returns . . .  and should be bene­
ficial to those who aid taxpayers in making out their returns.” Unfor­
tunately, this was not to be the result.
All statistical information available indicates that the number of indi­
vidual taxpayers who encounter some complexities in preparing their 
returns has increased substantially over the past few years and is ex­
pected to increase at an even more rapid rate in the future.
The time required for the preparation of a personal income tax return 
increases year by year. Present returns require details of dividend and 
interest income; there are now special forms for such items as exclusion 
of sick pay, employee business expenses, moving expenses, etc.; if
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there is an indicated underestimation of tax, Form 2210 should be at­
tached; if income averaging is applicable, additional computations and 
schedules are required; the instructions call for substantial data in sup­
port of deductions for contributions of property.
With the expanded use of ADP by the Service, taxpayers are very 
anxious, and properly so, that amounts reported on all types of informa­
tion returns agree precisely with amounts reflected in their returns. 
However, since Forms W-2 and 1099 are not required to be furnished 
to taxpayers until the end of January or February, the period in which 
returns must be prepared is significantly shortened.
Under Section 6081(a), the Secretary or his delegate may grant a 
reasonable extension of time for the filing of an individual income tax 
return. Regulations Section 1.6081(b) provides that a taxpayer must 
submit an application for such extension containing, among other things, 
“a full recital of the reason for requesting the extension.” The Service 
must then determine whether the cited reasons merit the granting of 
the extension requested.
The Internal Revenue Service has co-operated to the extent possible, 
administratively, to assist taxpayers by providing a policy for handling 
requests for extensions of time for filing individual returns. This admin­
istrative policy, while helpful, is still inadequate.
The majority of cases where extensions are needed for filing individual 
returns are those involving income from the operation of a trade or busi­
ness, income from farming, income from business partnerships, joint 
ventures, pools or syndicates, and income from electing small business 
corporations (Subchapter S corporations). Similar problems may affect 
income tax returns filed by estates and trusts. The filing problems aris­
ing in these situations frequently are more acute than those affecting 
many corporations.
Section 6081(b) added to the Internal Revenue Code in 1954 pro­
vides for an automatic three-month extension of time for the filing of a 
corporate income tax return, merely upon application on a prescribed 
form (Form 7004) properly executed, timely filed, and accompanied by 
a remittance of estimated tax as prescribed in Regulations Section 
1.6081-3(a)(2).
The existing situation with respect to certain individual and fiduciary 
returns can only be remedied adequately by legislation similar to that 
enacted in 1954 regarding automatic extensions of time for filing corpo­
rate income tax returns.
Provision for a two-month extension for the individual returns noted 
above involving business income would be contingent upon the filing
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of an application on a form comparable to Form 7004 accompanied 
by a remittance of the full amount of tax estimated to be due (except 
for returns filed by estates where present law permits quarterly pay­
ment of tax).
SECTIONS 6405(a) 
6405(c)
87. Reports of Refunds and Credits
Section 6405(a) and (c) of the Internal Revenue Code should be 
amended to increase the dollar limitation therein to $250,000.
Section 6405(a) and (c) provides, in effect, that reports must be sub­
mitted to the Joint Committee on Internal Revenue Taxation whenever 
tax refunds or credits exceed $100,000. Legislative history reveals that 
a $75,000 limitation was first imposed under the Revenue Act of 1928. 
It was raised to $200,000 in 1949 and reduced to $100,000 in the 
Internal Revenue Code of 1954. Committee reports are silent as to 
the 1954 reduction in the limitation.
The preparation and review of Joint Committee reports are costly 
and time consuming procedures. The requirement of these reports in 
the present framework of the Internal Revenue Service’s activities as a 
necessity for equitable administration of the tax law should be re­
examined. In view of present economic conditions it is unrealistic to 
maintain a dollar limitation enacted 15 years ago. This dollar limita­
tion should be raised to $250,000.
SECTION 6411
88. Tentative Carryback Adjustments— 
Foreign Tax Credits
Tentative carryback adjustments should be permitted for unused for­
eign tax credits, in the same manner as now provided for loss and in­
vestment credit carrybacks.
Section 6411 now permits taxpayers with net operating loss or un­
used investment credit carrybacks to file applications for tentative carry-
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back adjustments (so-called “quick” claims) within 12 months of the 
close of the year in which the carryback arose. The amount of tax 
decrease resulting from the carryback must be refunded or credited 
within 90 days, subject to the right of the Service to disallow the 
application in the case of material errors or omissions. The tentative 
allowance is subject to adjustment upon audit of the taxpayer’s return. 
This provision originally applied only to net operating loss carrybacks, 
and was extended to unused investment credit carrybacks in 1966.
The tentative adjustment procedure is designed to relieve taxpayers 
entitled to tax refunds from the economic burden of waiting until the 
audit of their tax returns is completed. Since examination of returns 
involving foreign income and tax credits is likely to be even more pro­
tracted than the usual audit, it appears logical that tentative adjust­
ments of unused foreign tax credits also be permitted.
SECTION 6511(d)(2)
89. Statute of Limitations on Refunds Arising 
From Net Operating Loss Carrybacks
Claim for refund with respect to a net operating loss carryback should 
be timely if filed within three years from due date, including exten­
sions, of the return for the loss year.
If a taxpayer secures an extension for filing the tax return for a loss 
year, the statute of limitations on assessment will be extended to three 
years following the extended due date. Under Section 6511 (d)(2), how­
ever, claim for refund based on carryback of the net operating loss 
must be made not later than three years following the original due date 
of the return for the loss year. Thus a gap is created during which 
assessment may be permitted but adjustments giving rise to additional 
refunds are barred.
This gap should be eliminated by providing that a refund claim based 
on a net operating loss carryback will be timely if filed not later than 
the expiration of the statute of limitations for assessment of tax with 
respect to the loss year.
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SECTION 6601
90. Interest on an Underpayment on Form 7004
It should be made clear that, where a corporation has obtained an 
extension of time for filing its income tax return under Section 6081(b), 
interest will be charged on an underestimate only to the extent that the 
correct first installment exceeds the amount actually paid as a first 
installment.
A corporation is entitled to an automatic extension of time for filing 
its income tax return upon the filing of Form 7004 and the payment 
of one-half the estimated amount of its tax. Interest is quite properly 
charged where the corporation’s estimate of its tax is less than the tax 
which is ultimately shown on its return. However, the amount of such 
interest is computed on a basis which is inequitable. The Internal 
Revenue Service takes the position that interest should be computed 
as if the Form 7004 were a final return. Thus, it computes interest on 
the excess of the final tax over that shown on Form 7004 just as if the 
Form 7004 were a return. The historical practice, before the enactment 
of Section 6081(b), was to charge interest only on the difference be­
tween the correct first installment and the amount paid as a first install­
ment. This historical practice should be the present law.
The effect of the present practice is that an interest charge would be 
asserted under the following circumstances where no actual underpay­
ment was involved:
Tax estimate per Form 7004 $100,000
Installment paid with Form 7004 $ 75,000
Tax per Form 1120 (final tax) $150,000
Under these circumstances, the Treasury’s position is that interest should 
be computed for three months on $25,000 (the difference between half 
the final tax and half the amount shown on the Form 7004).
SECTION 6672
91. 100 Percent Penalty for Failure 
To Collect and Pay Over Tax
The enforcement of collection of a penalty under Section 6672 should 
be stayed during a period of judicial review and determination if the tax-
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payer posts a bond equal to 150 percent of the unpaid amount of the 
penalty sought to be assessed and collected.
The penalty imposed by Section 6672 applies only to the collection, 
accounting for, or payment over of all taxes imposed on a person other 
than the person who is required to collect, account for and pay over 
such taxes. The Secretary of the Treasury or his delegate is given the 
right to assess and collect such taxes without judicial review. Judicial 
review cannot be had until at least a partial payment is made and suit 
instituted for recovery of the amount so paid.
Extreme hardships could result from the application of this section. 
It is possible that appreciated assets would have to be sold, resulting in 
the payment of income taxes on the profit, when a court might hold 
that there was no liability on the taxpayer for the penalty. Equity would 
demand that a person from whom amounts are sought to be collected 
under Section 6672 should have a right to post bond until such time 
as his liability is determined by judicial process. The posting of a bond 
of one and one-half times the amount of the tax would fully protect 
any loss of revenue which could be occasioned by delay in collection 
procedures.
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ficiary’s incom e.......................................... 663(a) 63
Constructive ownership of stock in re­
demption transactions............................... 302(c)(2) 23
Corpus deductions in computing distribu­
table net incom e........................................ 643(a) 61
Credit for foreign death taxes on overall 
basis ........................................................... 2014(b) 81
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CODE REC.
SUBJECT SECTION NO.
Estates and Trusts (cont.)
Decedent’s reversionary interest in insur­
ance ............................................................ 2042 83
Extend deduction carryover provisions to
separate trust shares on partial termination 642(h) 59
Income tax deduction for the estate tax 
on income in respect of decedent replaced
by an estate tax deduction.........................  691 64
Separate shares rule of trusts extended to
apply to estates..........................................  663 62
Unused investment and foreign tax credits
available as carryover on termination.....  642(h) 60
Valuation of property limited to amount
realizable.....................................................  2031,2032, 82
2512(a)
Estimated Expenses
Allowance of deductions for estimated
expenses .....................................................  462 54
Expenses
Allowance of deductions for estimated ex­
penses ........................................................  462 54
Amortizable deduction for expenses of
organization and reorganization ..............  248 16
Application of “overnight rule” for busi­
ness expenses ............................................  162(a)(2) 3
Entertainment, etc., expenses ..................  274 20
Interest relating to tax-exempt income .... 265(2) 17
Moving expenses ...................................... 217 13
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Expenses (cont.)
Preliminary investigation of business or 
investment opportunities........................... 212 12
Securing employment ............................... 162 2
Gift Tax
Exclusion for gifts of certain future inter­
ests .............................................................. 2503(c) 84
Prohibition of adjustment of value of tax­
able gifts made in prior years..................... 2504(c) 85
Valuation of property limited to amount 
realizable..................................................... 2031,2032,
2512(a)
82
Goodwill
Amortization when purchased ................ 167, 177,248 7
Income
Allocation of income; mitigation of statute 
of limitations in related taxpayer cases .... 482 57
Compensation for services......................... 61(a)(1) 1
Corpus deductions in computing distribu­
table net incom e........................................ 643(a) 61
Elimination of double taxation upon 
change from accrual to installment basis 
of reporting taxable income ..................... 453(c) 56
Exclusion of earned income from sources 
without the U.S. under “ 17 month rule” : 
resident aliens............................................. 911(a)(2) 72
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Income (cont.)
Income tax deduction for the estate tax on 
income in respect of decedent replaced by 
an estate tax deduction............................. 691 64
Taxation of unearned incom e.................. 452 54
U.S. partners stationed ab road ................ 862, 904,911 67
Use of corporate property by shareholder 543(a)(6) 58
Incorporation
Transfers to controlled corporation ........ 351
357(c)
39
Indebtedness
Bad debt deduction for guarantor of cor­
porate obligations and for lenders of busi­
ness loans ................................................... 166(f) 5
Capital loss treatment of bad debts.......... 1232 77
Satisfaction of indebtedness of subsidiary 
to parent in certain liquidation transac­
tions ............................................................ 332(c)(2) 26
Interest
Interest on underpayment of tax remitted 
with application for corporate extension of 
time for filing ............................................. 6601 90
Interest relating to tax-exempt income .... 265(2) 17
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Installment Sales
Clarification of term “payment” in taxable 
year of installment s a le ............................. 453(b) 55
Elimination of double taxation upon 
change from accrual to installment basis 
of reporting taxable income ..................... 453(c) 56
Inventory
Involuntary liquidation of LIFO inventory 1321 79
Involuntary Conversions
Gain or loss on sales or exchanges in cer­
tain types of liquidations ......................... 337(a) 31
Leaseholders
Depreciation of leasehold improvements .. 167 6
Licenses
Amortization when purchased ................ 167,177, 248 7
Liquidations
Allocation of basis in one-month liquida­
tion .............................................................. 334(c) 29
Basis of property received in liquidation .. 334 28
Collapsible corporations— application of 
Section 337 ................................................. 337(c)(1)(A) 32
90
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Liquidations (cont.)
Effect on liquidating corporation of dis­
tribution of property in liquidation.......... 336 30
Gain or loss on sales or exchanges in cer­
tain types of liquidations...........................  337(a) 31
Liquidation of subsidiaries in Section 337
transactions .................................................  337(c)(2) 33
Provide a moving “cut-off” date for secu­
rity acquisition in one-month liquidations 333(e)(2), 27
333(f)(1)
Transfers to foreign corporations............  367 42
Losses
Qualification for ordinary loss treatment
of small business stock .............................  1244 78
Wash sale provision should apply to secu­
rity traders (not dealers) whether or not
incorporated ............................................... 1091 74
Net Operating Losses
Acquisition through reorganizations—per­
centage reduction ru le s .............................  382 47
Carryover of operating losses .................  382, 269 45
Carryover of operating losses—acquisition
of new businesses ......................................  269 46
“Continuity of business” te s t ..................... 382(a)(1) 48
Definition of purchase should include B-
type reorganizations .................................. 382(a)(4) 51
91
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Net Operating Losses (cont.)
Eight-year carryover of initial losses for 
new corporations........................................ 172(b) 9
Limitation on denial of net operating loss 
carryover..................................................... 382(a)(1) 50
Period over which changes in stock owner­
ship are m easured...................................... 382(a)(1) 49
Statute of limitations on refunds arising 
from net operating loss carryback............ 6511(d)(2) 89
Partnerships
Transfers to controlled corporation.......... 351
357(c)
39
U.S. partners stationed ab road ................ 862, 904,911 67
Penalties
One hundred percent penalty for failure 
to collect and pay over t a x ....................... 6672 91
Pension Plans
Deductibility of contributions to non­
exempt employees’ trusts........................... 404(a)(5) 52
Self-employed pension plan contributions 
deductible for net operating loss purposes 172(d)(4)(D) 10
Personal Holding Company
Use of corporate property by shareholder 543(a)(6) 58
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Real Estate Investment Trusts
Deficiency dividends .................................. 857(a)(1) 66
Redemptions
Acquisitions by related corporations....... 304 25
Constructive ownership of stock in re­
demption transactions ............................. 302(c)(2) 23
Distributions in redemption of stock to 
pay death tax es .......................................... 303(b)(2)(B) 24
No loss of basis when redemptions of stock 
taxed as dividends...................................... 302 22
Regulated Investment Companies
Deficiency dividends .................................. 852(a)(1) 65
Refund of Tax
Dollar limitation on reports of refunds and 
credits .......................................................... 6405(a)
6405(c)
87
Statute of limitations on refunds arising 
from net operating loss carryback............ 6511(d)(2) 89
Tentative carryback adjustments— foreign 
tax credits ................................................... 6411 88
Related Taxpayers
Acquisitions by related corporations........ 304 25
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Related Taxpayers (cont.)
Allocation of income and deductions; 
mitigation of statute of limitations in re­
lated taxpayer cases....................................  482 57
Evasion or avoidance of tax—exception 
for common ownership prior to acquisition 
of control ...................................................  269 19
Resident Aliens
Exclusion of earned income from sources
without the U.S. under “ 17 month rule” .. 911(a)(2) 72
Returns
Automatic extension of filing for certain
individual returns ......................................  6081 86
Capital loss limitation—joint returns .....  1211(b) 76
Securities
Deduction of worthless securities in affili­
ated corporation; ownership requirement 165(g)(3)(A) 4
Self-Employed Individuals
Pension plan contributions deductible for
net operating loss purposes.......................  172(d)(4)(D) 10
Small Business Corporations
Qualification for ordinary loss treatment
of small business s to ck .............................  1244 78
SubchapterS—General Comment............  1371-1378 80
94
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Statute of Limitations
Allocation of income and deductions; 
mitigation of statute of limitations in re­
lated taxpayer cases .................................. 482 57
Stock Options
Stock option for more than 5 percent 
shareholder-employee .............. .................  422(c)(3)(C) 53
Trademarks
Amortization when purchased ................ 167, 177, 248 7
Treatment of deduction for trademark ex­
penditures ................................................... 177 11
Underpayment of Tax
Interest on underpayment of tax remitted 
with application for corporate extension of 
time for filing............................................... 6601 90
Unearned Income
Taxation of unearned income ................  452, 462 54
Wash Sales
Wash sale provision should apply to 
security traders (not dealers) whether or
not incorporated ........................................  1091 74
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